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FEDERAL FINANCE COMMITTEE. 


To 

The Right Honourable Sir Samuel Hoare, Bt., G.B.E., C.M.G., M.P., 

Secretary of State for India- 


Sir, 

We were appointed by His Majesty’s Government for the purpose explained, 
in the following letter which was addressed by the Prime Minister to our 
Chairman on the 22nd December, 1931:— 

On behalf of His Majesty’s Government I have to state, for the infor¬ 
mation and guidance of yourself, as Chairman of the Federal 
Finance Committee, and of your colleagues, the objects for 
which the Co mmi ttee has been constituted, and to indicate the 
matters on which it is required to report. 

As you are aware, a Sub-Committee of the Federal Structure Com¬ 
mittee was appointed under the chairmanship of Lord Peel to 
examine the question of Federal Finance, and the principles 
embodied in the Report of that Sub-Committee were endorsed 
by the parent Committee as a suitable basis on which this part of 
the constitution should be drafted. It is thus upon the Report 
presented by Lord Peel’s Committee that the labours of your 
Committee will be based, but you should observe that the recom¬ 
mendations embodied in that Report regarding the functions 
of the Expert Committees were modified by the Federal Structure 
Committee. 

By far the most important task to be undertaken by your Committee 
will be to subject to the test of figures the suggested classification 
of revenues, and to estimate the probable financial position of the 
Federal and of the Provincial Governments under the proposed 
scheme. On the estimate so prepared it will be the duty of your 
Committee to advise as to the adjustments, if any, which should 
equitably be made between the Federal Government and the 
Provinces. Difficult as this would be if conditions were normal. 
His Majesty’s Government realise that at a time when the Indian 
budgets, both central and provincial, have been thrown so 
completely out of gear, the difficulty of the task is immensely 
increased. Nevertheless, as every precaution must be taken to 
ensure, so far as possible, financial equilibrium in the new Govern¬ 
ments in India, this examination must be made, as it is essen¬ 
tial that the best advice on this vital question should be avail¬ 
able before the relevant portion of the constitution iB drafted. 

In addition to its main work, your Committee will also be required to 
examine and advise on a number of other connected matters re¬ 
ferred to in the Reports of Lord Peel’s Committee and of the 
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Federal Structure Committee, of which I may mention the treat¬ 
ment of the pre-federation debt, powers of taxation, new sources 
of revenue, treatment of provincial contributions —if such con¬ 
tributions be found necessary—the emergency powers of the 
Federal Government, borrowing powers and the division of 
pension charges. 

Having completed our enquiry into the matters referred for our considera¬ 
tion, we now have the honour to forward our Report for submission to His 
Majesty’s Government. 


I.—Introduction. 

1. We assembled in New Delhi on the 1st February last and have since 
held forty-five meetings there. For the most part our deliberations have been 
based on materials supplied to us- in the form of memoranda prepared in the 
Departments of the Government of India and by the Provincial Governments. 
We have supplemented this written evidence by personal consultation with the 
responsible officials, including representatives of each of the Provincial Govern¬ 
ments, who were kind enough to come to Delhi for the purpose. It would have 
been impossible, in the time at our disposal, to receive formal evidence from 
non-official sources on the various economic and constitutional problems which 
must arise in connection with any enquiry into public finance, nor have we re¬ 
garded such an extended investigation as falling within the scope of our duties. 
We have, however, so far as possible, endeavoured to acquaint ourselves infor¬ 
mally with the general trend of non-official opinion, as well as with all facts 
bearing upon our main enquiry. 

2. Throughout our work we have received the most cordial and invaluable 
assistance both from the Government of India and from the Provincial Govern¬ 
ments, and we should like to express our deep sense of indebtedness to all the 
officers concerned. Our sittings have been held at a time of year when all the 
Departments connected with finance are already overburdened with work and 
must find it almost impossible to meet any additional demands upon their time 
and energies. Yet, short as was the notice given to them, we found on our 
arrival a mass of material specially prepared for us by the Government of 
India ; similar material was furnished to us by all the Provincial Governments 
within the first three weeks of our sittings ; and the Finance Members or Secre¬ 
taries of the Provincial Governments were good enough to undertake the long 
journeys necessary to give us their personal advice and assistance. In all cases, 
the material laid before us, whether orally or in writing, has been clear and 
comprehensive, and we have been impressed by the efficiency shown in its pre¬ 
paration. We hope that all the gentlemen concerned will accept this expres¬ 
sion of our very sincere thanks. 

3. We take this opportunity of expressing our thanks also to our two Secre¬ 
taries, Mr. K. Anderson of the India Office and Mr. Sanjiva Row of the Finance 
Department of the Government of India, who have rendered us invaluable 
service in the preparation of our Report and in all parts of our work. We must 
further acknowledge the unfailing assistance rendered, at great pressure, by 
our staff, under the superintendence of Kanwar Sardar Singh. 



3 


II.— Federal and Provincial Forecasts. 

(i) Basis of the forecasts. 

4. Our duty is twofold : first, to estimate the probable financial position of 
the Federal Government and the Provinces of British India in the early years 
of the Federation, and to suggest adjustments between them ; and secondly, to 
advise on certain aspects of federal finance, mainly on matters affecting the 
future relationship between the Federal Government and the constituent 
Units. 

5. In carrying out our first and main function we have been faced, not only 
with the inherent difficulties of estimating revenue and expenditure for some 
years ahead, but also with the special difficulty that, owing partly to the world 
economic crisis and partly to certain internal difficulties, all Indian budgets, 
central and provincial, have been thrown completely out of gear. The yield of 
the main heads of revenue has been substantially Teduced ; emergency tax¬ 
ation has been imposed; cuts in pay have been made for a limited period only ; 
while, under many heads of expenditure, severe retrenchments, some temporary 
and others permanent, have been effected. 

6. In these circumstances, the actuals of the past two years and the budget 
estimate of 1932-33 afford no reliable guide in forecasting the future position, and 
it is necessary not only to allow for emergency taxation and retrenchment but 
also to make certain assumptions in regard to the general economic situation. 
Broadly, we assume that the present depression will come to an end and that 
there will follow a period of reviving trade accompanied by a gradual increase 
of prices which, if they do not reach the pre-slump level, will rise appreciably 
higher than the level now prevailing. We have tried, in short, to estimate 
revenue and expenditure in the early years of the Federation under more or less 
normal conditions; and although our discussions with official representatives 
of the various Governments have to some extent centred upon the year 1935- 
1936, we desire to make it clear that we are not in any way attempting to 
frame a budget for that year or venturing any suggestion as to the actual date of 
federation. Moreover, although we have presented our forecasts in the form 
of a review of the position in a single year, we have not lost sight of the fact 
that it is not a single year, but a series of years, that is in question. We have 
accordingly made suitable allowances in our general conclusions for any variable 
factors or tendencies which appear to us to be of importance. 

7. Whatever the actual date of federation may be, we assume that, as the 
forecast has been prepared at a time when conditions are exceptional, the data 
on which our proposals are based will be reviewed immediately before the estab¬ 
lishment of the Federation in the light of the information then available ; 
and our conclusions should be held to be subject to the result of such a 
review. 

(ii) The Federal Forecast. 

8. Our first step has been to prepare a forecast of the revenue and expendi¬ 
ture of the Federal Government. For this purpose we have been furnished 
by the Government of India with the fullest materials bearing on all heads of 
revenue and expenditure, but we alone have been responsible for bringing them 
together in a combined forecast. The forecast which we give below must not. 
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therefore, be taken as necessarily representing the views of the Government of 
India. In Appendix I we have set out the main considerations which have 
influenced our calculations, but we should like to make one general observation 
on the forecast as a whole. 

9. While we have scrutinised each head of revenue and expenditure in 
detail, we recognise that, taking each head by itself, the possible margin of 
error is very wide. Taking all heads together, however, we consider that, on 
the general assumptions made by us, our estimate fairly represents the prob¬ 
able financial position of the Federal Government in the early days of federa¬ 
tion. It has also to be remembered that our revenue forecast throughout has, 
generally speaking, been based on the rates of taxation imposed by the First 
Finance Act of 1931 ; that is to say, we have not taken into account the special 
surcharges on customs, income-tax and salt at present in force. This is an 
assumption which, in all the circumstances, we feel obliged to make ; but we 
do not wish to be understood to be expressing the view that the present level of 
taxation ought necessarily to be reduced. On the contrary, we think it might 
be wise to regard some at least of these surcharges as a possible reserve. 

10. In the following Table we have, for convenience, given net figures as 
far as possible on either side of the budget, and items relating to the Chief 
Commissioners’ Provinces and Centrally Administered Areas have been grouped 
so far as the complications arising from their connection with the Central Gov¬ 
ernment permit. We have assumed that Burma will be separated from India, 
and have estimated the results of this change on such materials as are available ; 
but, apart from this and the transfer to the Provinces of expenditure on their 
own accounts and audit, we have not allowed for the effects of future constitu¬ 
tional changes. Thus, income-tax revenue is included in full and also the State 
contributions, and no provision is made for any additional expenditure directly 
due to the establishment of a federal system. 

Table I. 


The Federal Forecast. 


Revenue. 

(Rs. Lakhs.) 

Expenditure. (Rs. Lakhs.) 

Customs 

51,20 


Debt Services: 


Collection 

90 


Interest (Net) 

11,25 

Net 

60,30 

50,30 

Sinking Fund 

6,50 

Salt 

6,70 


Posts and Telegraphs (Net): .. 

Nil. 

Expenditure 

1,15 




Net 

5,55 

5,55 

Military Budget (Net) 

47,00 

Opium 

78 


Frontier Watch and Ward 

1,70 

Manufacture 

73 




Net 

Railways (Net) 

Currency and, Mint (Net) 

06 

05 

5,00 

3,80 

Civil Administration including 
Territorial and Political Pen¬ 
sions but excluding other pen¬ 
sions and cost of coEecting 
revenue, and allowing 60 for 
provincialisation of accounts 
and audit. 

6,85 
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TABLE I— canid. 


Miscellaneous : 

(Rs. Lakhs.) 


(Rs. Lakhs.) 

Ordinary .. 

1,66 


Pensions 


2,66 

Separations 

30 





Total 

1,96 

1,96 

N. W. F. P. Subvention 

•*» 

1,00 

State Contributions 

.74 

74 

Civil\Worhs 


1,60 

Income-taxes 

18,00 





Collection 

80 





Net 

17,20 

17,20 

Chief Commissioners’ 
Provinces [and Cen¬ 
tral Areas. 

2,86 





Revenue .. ,. 

1,31 





Net 

1,65 

1,56 

Total Revenue 


84,60 

Total Expenditure — 

... 

80,10 


Surplus : 4 , 50. 

(iii) The Provincial Forecasts. 

11. Our next task has been to attempt to forecast the financial position of 
the Provincial Governments on a similar basis. Here we have had before 
us actual forecasts of provincial budgets for the years 1933-34 to 1937-38. 
After a careful scrutiny of these forecasts in consultation with the representa¬ 
tives of the Governments concerned, we think that, on the same basis 
as we have adopted for our federal forecast, and allowing for the transfer 
of liability for accounts and audit, the figures in the following Table approxi¬ 
mately represent the probable future position of each Government. 

Table II. 

The Provincial Forecasts. 


Province. 


Madras ... 

Bombay ... 

Bengal 

United Provinces 
Punjab 

Bihar and Orissa 
Central Provinces 
Assam 


Surplus (+) or 
Deficit (—-). 
(Bs. Lakhs.) 
—20 
—66 
— 2,00 
+26* 

+ 30* 
—70 
' —17 
—66 


12. The contrast between our estimates for a federal surplus and for an 
aggregate provincial deficit of a considerable amount is partly accounted for 
by the fact that provincial sources of revenue are, for the most part, compara¬ 
tively inelastic and cannot be expected to respond as quickly as central reve¬ 
nues to a recovery in economic conditions. 

♦In estimating for these surpluses we have adopted the figures placed before us by the 
Governments concerned. 
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13. In arriving at these figures we have assumed that co mm ercial stamps 
will not be federalised. Our reasons for this assumption are given in Section 
III of our Report. We have also assumed, in making our estimate for Bombay, 
thkt Sind will be constituted a separate Province without any subvention from 
the Presidency Government, and that the separation will result in a net saving 
to Bombay of between 90 and 100 lakhs; and we have also taken into account 
the financial separation of Aden from Bombay. We refer in Section V to the 
effect on federal finances of the separation of Sind. The financial position of 
the North-West Frontier Province has already been investigated by the Gov¬ 
ernment of India and its deficit is represented by the subvention included in 
Table I. 

14. A number of points have been brought to our attention by the Pro¬ 
vincial Governments which have for some time been in dispute between them 
and the Government of India, including the question of the pre-Reform irriga¬ 
tion debt. We do not feel entitled to make recommendations on these points, 
and we have not taken them into consideration in our proposals. 

15. We add three general observations on the provincial forecasts. 

16. Excise .—In compiling the forecasts which were placed before us, the 
Provincial Governments have, generally speaking, assumed that the present 
economic depression will continue, or at least that recovery from it will be 
slower than we have assumed for the purposes ef this Report. We have revised 
the revenue forecasts generally to correspond with our own assumptions and 
have, in particular, increased to some extent the estimates of excise revenue. 
Even so, the estimates of receipts from excise on country liquor are, we think, 
still very low and appear to reflect, in varying degrees, a deliberate policy 
tending to reduce or even extinguish this source of revenue. It would be 
beyond our competence to enter into the merits of that policy, but the evidence 
submitted to us seems to indicate that, in pursuing it, the Provincial Govern¬ 
ments are sacrificing revenue without effecting a corresponding restriction of 
consumption. The decline in revenue appears to have been accompanied, 
almost everywhere, by an increase in illicit distillation. It will, we think, be 
generally agreed that a Province which deliberately foregoes revenue in this 
manner cannot fairly ask for special treatment in the distribution of income-tax 
at the expense of other Provinces. 

17. Expenditure .—We have not taken into account the possibility of 
economies other than those already adopted by the Provincial Governments. 
Some further retrenchments may be possible within the frame-work of the 
existing administrative system ; but, in view of the economies recently effected 
by Provincial Governments, it would probably be unsafe to suppose that further 
savings of this kind, effected during the next three or four years, will do more 
than balance any increased expenditure directly due to the introduction of the 
new reforms. Substantial reductions in existing expenditure could only be 
brought about by a comprehensive reorganisation of the system of administra¬ 
tion. Measures of this kind are possible; they are being actively considered 
by at least one Provincial Government, while another has appointed a special 
retrenchment committee for this purpose ; but we have not felt able to make 
any definite allowance for the effect of such reorganisation. 
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18. These remarks have a special application to Bengal. After making 
the same adjustments in the revenue estimates of Bengal as we had made in 
those of other Provinces, we found that the Bengal Government was still 
anticipating a permanent deficit equal to about three-fifths of any share in the 
total proceeds of income-tax which can fairly be claimed by the Presidency, 
and about one crore more than it can hope to receive out of those proceeds in 
the early years of federation, except by special treatment at the expense of other 
Provinces. We fully appreciate the difficulties through which Bengal is now 
passing, but we cannot believe that the Bengal Government and Legislature 
have no means at their disposal, whether of economy or of increased taxation, 
to reduce a deficit of this magnitude ; and, in the hope that measures will be 
devised to meet the situation, we have felt justified in reducing the anticipated 
deficit by about 40 lakhs. As we shall show later, it is probable that even the 
deficit which we have accepted for the purpose of our estimate can only be wiped 
out at the expense of other Provinces, and even so the Presidency would be 
left with no margin for financing new policies. 

19. The General Financial Position of the Provinces .—These considerations 
lead us to add a general warning. Our anticipations of normal provincial 
revenue and expenditure in the early years of federation do not, and cannot, 
take account of what may happen during the period before the Pederation is 
established. Our estimates show that, on the basis of their present revenues, 
most of the Provinces will be in a difficult position at the outset of federation, 
even if they balance their budgets during the intervening period and carry over 
into federation only the liabilities which they have already incurred, including 
those in respect of budget deficits up to 31st March 1932. If, during the inter¬ 
vening period, they continue to accumulate deficits year by year, the position 
will become quite unmanageable, and the prospects of real provincial autonomy 
will pro tanto be endangered. Wo realise the special difficulties which confront 
each Province, but we cannot refrain from observing that Bihar and Orissa, 
which has certainly not the least difficulties to contend with, hopes to balance 
its budget for 1932-33 at the cost of severe retrenchment in all its services. 
If, as we hope to show, the Provinces can be provided with a substantial addi¬ 
tion to their revenues when the proceeds of income-tax begin to be distributed, 
it is of the utmost importance that they should make, during the intervening 
period, the sacrifices necessary to enable them to take full advantage of the pros¬ 
pective improvement in their position. Otherwise, the additional expenditure 
required to provide for the service of further loans, taken to cover deficits, may 
mortgage the new revenue to such an extent that in many cases provincial 
autonomy would start under the most unfavourable conditions. 

20. We regard it, therefore, as essential that the Government of India and 
the Local Governments should give this matter their immediate attention, and 
should endeavour to concert measures to secure equilibrium in the Provinces 
during the intervening period. 

21. It is hardly necessary to add that our forecast of federal finances de¬ 
pends upon the assumption that the Government of India, too, will find it 
possible to pursue, in the intervening period, a policy which will not jeopardise 
the initial federal surplus anticipated by us. Indeed, it will be apparent from 
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the later sections of our Report that the surplus we anticipate is itself inade¬ 
quate, and the Government of India may well have to consider how that surplus 
can be not only realised, but increased. 

III.— Prospects op Additional Revenue. 

22. From our examination of the probable financial position of the Federa¬ 
tion it seems clear that the transfer of all income-tax receipts to the Provinces 
in the maimer contemplated by the Peel Committee would leave the Federal 
Government with a large deficit; and as that deficit would be out of all pro¬ 
portion to any possibilities of retrenchment, we must turn, as previous commit¬ 
tees have turned, to the examination of possible new sources of revenue, federal 
or provincial. 

(i) Federal. 

(а) Excise on Tobacco. —23. The present position in regard to this tax 
appears to be that a substantial revenue may be expected from a system of 
vend licenses and fees, but that an excise duty imposed in the near future could 
not be relied on to yield a substantial revenue. There is general agreement 
that such a duty could not be imposed on the cultivator, and it is doubtful 
whether a duty on the manufactured product could be successful while manu¬ 
facture continues to be so largely carried on in .small establishments and even 
as a domestic industry. Vend licenses and fees can obviously be imposed only 
by the Governments of the Units, and their imposition by the Provincial Govern¬ 
ments is now being encouraged by the Government of India. The difficulties 
in the way of a federal excise may be overcome in course of time, but it would 
be unsafe for us to rely on this in the near future. 

(б) Excise on Matches. —24. The imposition of an excise duty on matches 
is already under active consideration, and we feel justified in contemplating 
the existence of such a duty from the outset of federation. We are advised 
that the probable net yield of the tax for all-India at a reasonable rate, with due 
allowance for reduced consumption, would be about 3 crores, of which at 
least 2-50 crores would be raised in British India. 

(c) Other Excises. —25. It is possible that other excise duties may occupy 
an important place in the fiscal policy of India in the future, but we do not feel 
warranted in relying upon the introduction of such measures in the early 
years of federation. 

(d) Monopolies. —26. We have examined the suggestion, made at the 
Round Table Conference, that federal revenues should be augmented by a 
few selected monopolies. From the fiscal point of view it is only in very special 
circumstances that a monopoly, whether of production, manufacture or sale, 
is to be preferred to an excise duty as a paeans of raising revenue. Except in 
so far as the proposals already noticed in regard to tobacco may be regarded as 
a monopoly, we can suggest no new commodity to which the monopoly method 
could be applied with advantage. The manufacture of arms and explosives, 
which has been suggested as a possible monopoly, is already subject to license. 
Public utility monopolies stand on rather a different footing ; but the only 
new federal monopoly of this kind that has been suggested to us is broadcast¬ 
ing, the revenue from which must be entirely problematical. 

(e) Commercial Stamps.— 27. In the Peel Report it was observed that 
“ There is much to be said for federalising Commercial Stamps on the lines 
of various proposals made in the past,” but no definite recommendation was 



made. We have examined this suggestion, but on the whole we cannot 
recommend it, at least as an immediate measure. 

28. The yield of certain stamp duties which might be placed in this cate¬ 
gory was, in 1930-31, slightly more than one crore. This was a sub-normal 
year, and the normal yield should be somewhat higher. In 1930-31 about 
40 per cent, of the yield was received by Bombay (one-eighth of this being at¬ 
tributable to Sind), 27 per cent, by Bengal and 12 per cent, by Madras. The 
loss of revenue resulting from the federalisation of these duties would therefore 
be unevenly distributed, and their federalisation would not ease the problem 
of distributing income-tax. 

29. Further, there are obvious difficulties in the way of separating stamp 
duties into two classes, commercial and non-commercial. It could only be 
done by means of a schedule, and a large element of purely arbitrary selection 
would be involved. The simple constitutional solution would be to class all 
stamp duties as provincial sources of revenue. 

30. We have given some attention to the question, considered by the Fe¬ 
deral Structure Committee, whether the Provincial Governments should be 
given power also to fix the rates of duty on all stamps, or whether legislation 
on this subject should be reserved, wholly or partially, to the Federal Govern¬ 
ment. We suggest that the Federal Government should retain the power 
to legislate on behalf of the Provinces in regard to those stamp duties which 
are the subject of legislation by the Central Government at the date of federa¬ 
tion. The duties which are now the subject of central legislation are those 
on acknowledgments, bills of exchange, share certificates, cheques (not now 
dutiable), delivery orders in respect of goods, letters of allotment of shares, 
letters of credit, insurance policies, promissory notes, proxies, receipts and 
shipping orders. We understand that proposals have been under consideration 
for adding other duties to this list, and would suggest that, if any such additions 
are contemplated, they should be made before the establishment of the Federa¬ 
tion. 

31. We ought to add, in this connection, that difficulties already arise 
in estimating the share of each Province in the proceeds from the sale of postage 
stamps for use on taxed documents; and these difficulties may be expected 
to lead to considerable friction with the Provincial Governments unless a more 
satisfactory system can be devised. 

32. Finally, in proposing that the proceeds of commercial stamps should 
be assigned to the Units, we have to some extent been influenced by a doubt 
whether the problems arising from the imposition of federal stamp duties in 
the States might not be disproportionate to the revenue involved. We do 
not, however, wish to prejudge the possibility that, as part of the general federa¬ 
tion settlement with the States, it might be found desirable to include these 
duties among the sources of federal revenue. This consideration might well 
outweigh the reasons which have led us to recommend that commercial 
stamps should not be made a source of federal revenue. 

(/) Corporation Tax. —33. We shall comment on this tax in Sections V 
and VI of our Report. From the financial point of view, however, it seems 
clear that, if a corporation tax were imposed on companies registered in the 
States on the same basis as the present super-tax on companies in British 
India, the yield at present would be negligible. 
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(ii) Provincial. 

(а) Taxation of Tobacco. —34. We have already dealt briefly with this 
question and have suggested that the taxation of tobacco, otherwise than 
by excise on production or manufacture, should rest with the Units, but that 
the Federal Government should be given the right to impose a general federal 
excise. This distinction is, we think, justified by the fact that ex hypothesi 
the introduction of excise duties on manufacture will be difficult, if not impos¬ 
sible, until manufacture becomes more highly industrialised; and as that 
development takes place an excise levied at the factory by one Unit of the 
Federation would be a tax on consumers in other Units. It will be seen from 
our later proposals in regard to powers of taxation that the federalisation 
of tobacco excise would not preclude the Federal Government from assigning 
the proceeds to the Units, if it so desired. 

35. There is, unfortunately, no material which would enable us to estimate 
the yield of any of these forms of taxation. The provincial taxes will take some 
time to mature, but eventually they may be expected to form at least a very 
useful additional source of provincial revenue. 

(б) Succession Duties. — 36. Bombay is, we believe, the only Provincial 
Government which has attempted legislation for the imposition of succession 
duties, and the attempt was unsuccessful. We understand that even that 
Government would have preferred that legislation should have been under¬ 
taken by the Government of India. We propose elsewhere that succession 
duties should be classed among taxes leviable by the Federal Government 
for the benefit of the Units ; but clearly the facts would not justify reliance 
on them as a source of revenue in the near future. 

(c) Terminal Taxes. —37. We have been asked to weigh the issues which 
arise from the proposal to introduce terminal taxes generally as an additional 
source of revenue for the Provinces. As the arguments for and against this 
proposal have been so fully set forth in previous reports, it scarcely seems neces¬ 
sary to re-state them here. The feature of such taxation which has impressed 
us most seriously is its operation as, in effect, a surcharge on railway freights. 
Where municipal octrois are in force, there appears to be a tendency to sub¬ 
stitute for the general levy of dues on all goods entering the municipal boundar¬ 
ies the simpler alternative of a terminal tax collected at the railway station, 
and there is already a danger that this habit may result in diversion of traffic 
to the roads. We therefore recommend that, if terminal taxes are to be re¬ 
garded as a permanent part of the financial structure, they should be imposed 
by the Federal Legislature for the benefit of the Units. Such terminal taxes 
as are already in existence (mainly as municipal taxes) will fall into much 
the same category as other taxes classed as federal which, at the time of 
federation, are being levied by certain Units ; but though it may be necessary 
for this reason to authorise the municipalities and Provinces concerned to 
continue to raise these taxes, they should be allowed to do so only within 
limits laid down by the Federal Legislature. Assam and Bihar and Orissa 
are the two Provinces which, having few or no municipal taxes of the kind at 
present, are most desirous of deriving provincial revenue from this source. 
While we do not rule out the possibility of terminal taxes in these two Provinces 
and elsewhere as a temporary expedient, in view of the practice which ha$ 
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grown up in various parts of India, we are not prepared to regard terminal 
taxes as a normal source of revenue. 

(d) Taxation of Agricultural Incomes. —38. We have not considered the 
broad issues of policy involved in the taxation of agricultural incomes, but 
we have considered, as we were commissioned to do, the more limited question 
of “the possibility of empowering individual Provinces, if they so desire, 
to raise, or appropriate the proceeds of, a tax on agricultural incomes.” In 
view of the close connection between this subject and land revenue, we agree 
that the right to impose such taxation should rest with the Provinces. For 
the same reason, we think that this right should be restricted to the taxation 
of income originating in the Province concerned. There will presumably 
be no difficulty in drafting into the constitution a definition of agricultural 
income which has so long been recognised in Indian income-tax law and prac¬ 
tice. 

39. We are not prepared to express a final opinion as to whether agricul¬ 
tural and non-agricultural income should be aggregated for the purpose of 
determining the right of the assessee to exemption and the rate of taxation 
to which he is liable on either section of his income; and we doubt whether 
any provision need be inserted in the constitution on this point since we are 
advised that, in practice, it would scarcely be possible for either the Federal 
or a Provincial Government to take into consideration income not liable to 
taxation by it, except with the consent and co-operation of the other Govern¬ 
ment. 

40. We are aware of no reliable data for estimating the yield of such 
taxation. 

(iii) Conclusion. 

41. In this survey of possible sources of additional revenue, we have 
deliberately left out of account the question whether or to what extent it 
would be possible to increase the yield of existing taxes. We have confined 
ourselves to an examination of new sources, and in this field the results of our 
survey are not encouraging. We have found that such provincial'taxes as 
appear to be within the sphere of practical politics in the immediate future 
cannot be relied on to yield any substantial early additions to provincial 
revenues. In using the phrase “ practical politics,” we are not, of course, 
expressing an opinion as to whether this or that tax ought or ought not to 
be imposed, or even as to whether it is or is not likely to be imposed by the 
legislatures of autonomous Provinces when these are constituted. We are only 
noting the fact that the opposition to certain forms of taxation, or the difficulty 
of their imposition, is still so great that they are not likely to be adopted soon 
enough to influence the financial situation at the time when the Federation 
comes into being. In the federal sphere, the excise on matches is the only 
tax which we feel justified in taking into account as an immediate reinforce¬ 
ment of federal revenues. With this reinforcement, according to our figures, 
those revenues would yield a surplus of about 7 • 50 crores, including the whole 
proceeds of taxes on income as federal revenue and if the whole revenue from 
the new excise were paid into the federal fisc, or about 7-00 crores if only its 
yield in British India were taken into account. In what follows-we take the 
latter figure, without prejudging the issue whether the excise duty on matches 
should be a federal tax in the full sense of the term. 
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IV.— Debt, Pensions and “ Central Charges 

42. Before considering what settlement can be effected with the Provinces 
on the basis of the figures at which we have arrived, we have to examine whe¬ 
ther the whole of the pre-federation debt will be covered by assets to be taken 
over by the Federal Government, how pension charges should be allocated, and 
whether any other part of the expenditure of the Federal Government should 
be regarded as expenditure on non-federal services, i.e., as a “ central charge 

(i) Pre-federation Debt. 

43. The valuation of the assets to be taken over by the Federal Government 
is a matter rather of judgment than of strict fact-finding in view of the un¬ 
certainty as to the basis of valuation which should be adopted. Valuation 
cannot, in all cases, proceed on a purely commercial basis—that is to say, on an 
estimation of earning capacity—for although the accounts of some departments 
have been commercialised, some of them are not administered for the purpose 
of profit. One instance is the Posts and Telegraphs Department, where the 
object is so to adjust rates that receipts will just balance expenditure. Again, 
the earning power of the railways classed as “ strategic ” is affected by the 
fact they are an essential element in the scheme of national defence ; and even 
in the case of railways classed as “ commercial ”, which have in the past afforded 
substantial support to general revenues, a declared policy of reducing rates and 
fares when financial conditions permit renders it difficult, if not impossible, 
to estimate their full earning capacity. Nor would it be reasonable in such 
cases to adopt the cost of replacement as the basis of valuation, for if the rail¬ 
ways had to be rebuilt and the other commercial departments of the Federation 
equipped afresh, the cost at present-day prices would largely exceed the original 
outlay. 

44. We are driven, therefore, in the case of the commercial departments, 
to adopt as our basis of valuation the capital shown as debited to those depart¬ 
ments in the statement of the public debt of India ; and, in all the circumstances, 
this seems to be a reasonable basis. On 31st March 1931 (the date to which 
the following statistics refer) this figure stood at 7,67,63-17 lakhs. Adding 
to it the interest earning debts due from the Provincial Governments (1,51,82 • 53 
lakhs) as well as other interest-earning advances (19,45-18 lakhs) we reach a 
total of 9,38,90-88 lakhs. The sums outstanding in respect of the commu¬ 
tation of pensions (1,89'95 lakhs) would bring this total to 9,40,80-83 lakhs. 

45. We now deal with the other state property which the Federal Govern¬ 
ment will inherit. Such assets, though in some cases yielding a return in the 
form of rents, and in others enabling Government to avoid expenditure charged 
to revenue which otherwise would have to be incurred, cannot be valued on any 
commercial basis, as they represent, to a large extent dead assets. Nevertheless 
they must be taken into account, as without them Government could not pro¬ 
perly function. Complete lists of state properly falling into this category do 
not exist, nor is information available in all cases as to the original cost or 
book value. In the case of New Delhi and the Bombay Military Lands, the 
figure of the cost (19,88- 38 lakhs) can fairly be accepted in view of the recent 
date of the transactions ; and, for present purposes, we take the book value 
(87,44-00 lakhs) for all the civil and military properties - and other miscel¬ 
laneous items which find a place in such registers as are maintained, although, in 
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our judgment, the book value of several items understates the real value. The 
lists, however, are very incomplete ; and no account is taken of such assets as 
forests, most of the military lands, Royal Air Force buildings and landing 
grounds, certain stores, plant of the Public Works Department, furniture, libra¬ 
ries and museums, nor, of course, of roads and bridges. The original cost or 
the replacement value of these properties must be very large indeed; but 
we have no materials on which we can form even an approximate estimate of 
the amount involved. 

46. The total value, therefore, of the identifiable assets to be taken over 
by the Federal Government which we have considered so far amounts to 
10,48,13 "21 lakhs without taking into account the numerous items for which 
no data are available. 

47. There is still another identifiable portion of the public debt of India 
associated with another class of assets. Following the return of large num¬ 
bers of silver rupees from circulation in recent years, a portion of the silver 
holding in the Paper Currency Reserve has been sold. These sales have 
created a gap in the Reserve amounting to the difference between the nominal 
value of the rupees melted down and the price realised for the silver. This 
gap might have been made good by the transfer of securities from the Gold 
Standard Reserve, as that Reserve had been built up in the past from the pro¬ 
fits of coinage. Instead of this procedure being followed, ad hoc Treasury 
Bills were created and placed in the Paper Currency Reserve. This portion of 
the public debt of India is therefore associated with currency assets (including 
in this term the Gold Standard Reserve), which are not being taken into ac¬ 
count as assets for the purposes of our calculations. As the Federation will, 
either directly or through a Reserve Bank, take over these assets, it is right 
that it should also assume responsibility for this portion of the public debt. 
The loss on the sale of silver up to 31st March 1931, amounted to Rs. 14,97-81 
lakhs. Had this loss been met from the Gold Standard Reserve, the currency 
assets to be taken over would have been correspondingly reduced and this 
portion of the debt would not have existed. Adding this item, the total value 
of the identifiable assets is increased to 10,63,11-02 lakhs. 

48. Turning, now, to the amount involved if the whole of the pre-federa¬ 
tion liabilities were assumed by the Federal Government, we have ascertained 
that the debt position of the Government of India on 31st March 1931—the 
latest date for which actuals are available—was as follows :— 

Lakhs. 

Rs. 

Interest-bearing liabilities .. .. .. 11,87,47-85 

Non-interest-bearing liabilities .. .. .. .. 29,89-28 


12,17,37-13 

Less liquid assets .. .. .. 34,69-96 

Total liabilities .. ... .. .. .. .. 11,82,67-17 

Interest-bearing liabilities include not only loans, sterling and rupee, and 
Treasury Bills held by the public and in the Paper Currency Reserve, but also 
the balance of the War Contribution, Railway Debenture Stock and Railway 
Annuities, Post Office Savings Bank deposits, Cash Certificates, Provident and 
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certain Family Pension Funds, Depreciation and Reserve Funds and interest- 
bearing provincial balances. Non-interest-bearing liabilities of a liquid nature 
include a variety of items, such as deposits and provincial balances which do 
not bear interest, the amounts due to certain non-interest-earning funds, un¬ 
cashed cheques and accrued discount on Treasury Bills; while liquid assets 
include cash balances, repayable advances and the sinking fund investment 
account for certain loans. 

49. In the above statement, the public debt has been taken at its nominal 
figure. This debt, carrying, as it does, an over-all rate of interest of 4-29 
per cent., might, for the purpose of assessing the present-day capital liability, 
not unreasonably be written down on a 5 per cent, basis by something like 170 
crores ; or, viewing the matter in another way, if the irredeemable loans raised 
at 31, 3 and 21 per cent, were reassessed on the same basis, the figure of in¬ 
debtedness would be reduced by about 145 crores. 

50. Having regard to this and to the fact that our figure of 10,63,11 *02 
lakhs takes no account of a large and valuable block of assets, we do not hesitate 
to report that, if the Federal Government assumed responsibility for the whole 
of the prefederation debt, its obligations would be covered by the assets also 
taken over. It will also be evident from other parts of our Report that the 
service of the debt will be fully covered by the sources of revenue which will 
remain at the disposal of the Federal Government. 

51. We are satisfied that, if Burma is separated from India, a division of 
the liabilities and assets somewhat on the basis suggested in the Howard- 
Nixon Memorandum will not, so far as the future Federation is concerned, have 
any invalidating effect on the conclusion at which we have arrived. 

(it) Civil Pensions. 

52. In Appendix II we have attempted to analyse the civil non-effective 
charges at present falling on the central budget and, starting from the assump¬ 
tion, adopted by the Peel Committee, that pensions awarded in respect of ser¬ 
vice in a department or office which will be federal are a proper federal liability, 
to describe and evaluate the items which constitute the balance of those charges. 

53. The existing civil pension charge can be classified as follows :— 

Approximate cost in 1 930 31. 

Lakhs. 


(1) Political and Territorial Pensions.. .. .. .. 32 

(2) Pensions paid in respect of members of contributory funds now 

closed .. .. .. .. .. .. 37 

(3) Pensions paid in respect of members of the I. C. S. Family 

Pension Fund and the Bengal Pilot Service Fund .. .. 8 

(4) Ordinary Pensions including miscellaneous adjustments .. 1,66 


2,73 

Of these, the first are not pensions in the ordinary sense of the term, and are 
clearly a federal charge. 

54. The Bengal Pilot Service Fund is self-supporting in that the cost of 
pensions is covered by the fees received from the users of the pilot service. The 
Indian Civil Service Family Fund, though at present included in the budget of the 
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Government of India, may, for our present purpose, more accurately be re¬ 
garded as an interest-bearing debt owned by Government to a solvent fund 
constituted out of the subscriptions of the members and liable for all out¬ 
goings. We have included this fro forma debt in the review of the pre-federa¬ 
tion debt in the previous section. Whether, in fact, the fund is actually treat¬ 
ed in this way and removed from the federal budget, or not, is immaterial 
to the argument. The correct allocation of the whole liability as federal is 
not affected. 

55. As regards the closed funds, the assets having at various dates been 
taken over by the Government of India, the liabilities are at any rate partially 
debt liabilities. Unfortunately, it is not possible to ascertain either the present 
residual value of the assets taken over or the extent to which the actual 
liability in respect of the members of the funds exceeds that residual value. 
Rather more than half the annual charge is in respect of military (and Royal 
Indian Marine) funds, and is accordingly a proper federal charge in gjiy event. 
The balance—some 29 lakhs a year—relates almost entirely to the Bengal, 
Madras and Bombay Civil Funds. This liability, in so far as it is not covered 
by the assets taken over, is clearly not a federal liability ; but, inasmuch as 
the funds were closed nearly fifty years ago, the annual charge must fall 
very rapidly and should soon disappear entirely. 

56. We have now to determine what part of the annual charge for ordinary 
pensions is properly federal. As explained in detail in the Appendix, pen- 
*ions awarded since 1st April, 1921, whether paid in India or elsewhere, have 
been allocated between the Central Government and the Provinces strictly 
on the basis of the pensioners’ service. On the other hand, in the case of 
pensions awarded prior to 1st April, 1921, while, broadly speaking, each 
Province was made liable for payments to all pensioners resident within its 
borders, the Government of India accepted responsibility for the payment of 
all pensions outside India. The present charge in respect of pensions paid 
out of India is some 80 to 90 lakhs per annum. As indicated in the Appendix, 
we estimate that about five-sixths of this is in respect of service in the 
Provinces. The charge is rapidly falling (it has fallen by roughly 50 per cent, 
since 1st April, 1921), while, as regards pensions paid in India by the Pro¬ 
vinces, there appears to be no need for re-allocation. 

57. The conclusion, then, is that, at the beginning of federation, there 
will be a rapidly declining non-effective liability in respect of ordinary and 
family pensions which is not likely to exceed 80 or 90 lakhs per annum. This 
liability should, theoretically, be apportioned between the various Provinces. 
Such an allocation, even if the necessary records exist, would, however, 
involve an expenditure of labour out of all proportion to the theoretical 
improvement in the presentation of the true position. It seems clear that 
the Federal Government will in effect retain out of the proceeds of income- 
tax paid only in British India a much larger sum than the annual liability 
for pensions which are properly a charge against British India alone, at 
least for so long as such liability is of sufficient magnitude to be worthy of 
consideration. We therefore recommend that no attempt be made to show 
this “ central ” liability of some 80 or 90 lakhs as a separate item in the 
superannuation charges (of something over 2-| crores per annum) which will 
appear in the federal budget. 

MC1RO 
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(iii) “ Central Charges .” 

58. If our recommendations as to debt and pensions are accepted, we 
feel justified in assuming that no section of opinion in India is likely to think it 
worth while to separate out of the federal budget such minor items of expendi¬ 
ture as may, at the present moment, be held to be incurred mainly on behalf 
of the Provinces. The cost of the Income-tax Department, including pen¬ 
sions, will of course be treated as a deduction from the yield of taxes on in¬ 
come. 

V.—Distribution op income-tax. 

(i) Preliminary Remarlcs. 

59. Having made a forecast of the financial position and having dealt 
with the pre-federation debt and pension charges, we are now in a position 
to examine the important question what settlement the Federal Government 
will be abl* to effect with the Provinces on the basis of our estimates. We 
must observe, however, that we have no knowledge what provision may have 
to be made for at least three factors :—- 

(i a ) Any concurrent settlement with the States; 

(b) the separation of Sind; and 

(c) additional expenditure directly due to the establishment of a 

federal system. 

The first two points are under investigation by other Committees while, as 
to the third, it is clearly impossible to estimate the cost of a Federal Legis¬ 
lature or a Federal Court the constitution of which has not yet been deter- 
mined. On this latter point, however, we feel bound to remark that we hope 
the cost of introducing the new reforms will be reduced to a minimum, both 
at the centre and in the Provinces. The opinion is widely held in India 
that the cost of government already exceeds what can properly be borne by 
a predominantly agricultural country, and it would be deplorable if the first 
result of the reforms were a large addition to the overhead charges of Govern¬ 
ment. If we may venture to say so, much may depend on the example set 
in this matter by the Federal to the Provincial Governments. 

60. In these circumstances, we propose to approach the problem from 
another angle and to consider what is the minimum sum required to put the 
Provinces in a fair position to begin their work under the new federal 
system. 

61. The Peel Committee recommended that taxes on income should be 
transferred to the Provinces, with the exception of corporation tax which, 
it was suggested, might, in certain circumstances, be retained by the Federal 
Government. The present super-tax on companies is a corporation tax; 
but it would obviously be undesirable to define a particular kind of corpora¬ 
tion tax in a permanent constitution, and we confess that we are unable to 
devise any definition appropriate to such a constitution except the wide one 
of a tax on the profits of companies. We shall return to this question in the 
next section of our Report; but, for our present purpose, we assume that 
corporation tax will be federalised and that its yield will be equal to that 
of the present super-tax on companies. 
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62. In addition, the Federal Government should obviously retain tax 
paid by residents in the Federally Administered Areas, and we think it 
should also be allowed to retain tax paid on the salaries of federal officers. 

63. The Peel Committee also recommended that the whole of the taxes 
on income to be transferred to the Provinces should be so transferred at the 
outset of federation, and that any resultant federal deficit should be met 
from Provincial contributions. It is clear from our estimates that, on this 
basis, there would in fact be a very substantial deficit. We shall state our 
proposals in terms of the method recommended by the Peel Committee ; 
but it will be seen that, under our proposals, this method amounts, in prac¬ 
tice, to a transfer to each Province of a percentage of the share of income- 
tax estimated to be attributable to it. 

64. Finally, the Peel Committee recommended that the constitution 
should specifically provide for the extinction of provincial contributions by 
annual stages over a definite period, such as ten or fifteen years. We 
have considered this recommendation with the greatest care, and have come 
to the conclusion that, on the data now available, it is impossible to specify 
an annual rate of reduction of contributions or a definite period within which 
it could be anticipated with reasonable certainty that the natural growth 
of existing federal revenues, at the rates of taxation we have assumed, would 
enable the Federal Government to extinguish contributions altogether. 

(ii) Principles of Distribution. 

65. It is important to select a proper basis of distribution of income- 
tax receipts. This must satisfy three fundamental tests:— 

(a) It should be simple, easily understood and administratively work¬ 

able. 

(b) It should give results as between Province and Province which are 

likely to be accepted as fair on the whole. 

(c) It should not be incompatible with the idea of a federation of 

autonomous units. 

We shall now consider how far the various bases that have been suggested 
satisfy the above tests. 

66. The Central Board of Revenue has furnished us with an expert 
review of the various possible methods of distribution, from which it would 
appear that an allocation on the basis of collections (or of the income brought 
under assessment) would lead to gross injustice as between Province and 
Province. Companies (often operating over large areas) are assessed at a 
single place, namely, the head office, which, in most cases, is located in the 
industrially more advanced Provinces ; and interest on securities held all over 
the country is paid by the Public Debt Offices in Calcutta, Bombay and 
Madras. We see no reason why, merely because of the accident that income 
is assessed or tax collected there, these Provinces should benefit at the cost 
of others in which the income accrues or the tax-payer resides. This basis 
must, therefore, be ruled out. 
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67. Distribution by population has equally no scientific basis; but, as 
will be seen later, it can be adopted with advantage for the distribution of 
taxes on certain forms of income which cannot easily be assigned to any 
particular locality, such as the undistributed profits of companies and the 
income of non-residents. 

68. There is no doubt much to be said in theory for the basis of origin, 
but we are satisfied that it would not be administratively workable in respect 
of the income of individuals and, even in respect of the income of companies, 
would be workable only if the allocation were to be made wholly on arbi¬ 
trary lines, either by investing income-tax officers with unlimited discre¬ 
tion or by laying down uniform rules of allocation, irrespective of widely 
varying conditions. We cannot, therefore, recommend the adoption of this 
method. 

69. There remains the basis of residence, in one of two forms, either the 
basis of personal incomes (assessed or assessable) in each Province, or the 
amount of income-tax on such income attributable to’ each Province. In 
making the choice between these two alternatives, it is relevant to consider 
what would happen if each Province were raising its own taxation ; and we 
have no hesitation in adopting the basis of the tax actually paid as being 
the more appropriate in the circumstances. 

70. What has to be done, therefore, is to credit each Province with the 
tax paid by persons resident in it (i.e., by individuals, Hindu undivided 
families, unregistered firms and certain associations), including tax on divi¬ 
dends received by them from companies. This gives rise to no difficulty in 
regard to personal super-tax since, generally speaking, super tax is not col¬ 
lected at source but after formal assessment. In respect of ordinary income- 
tax, however, we are advised that there are practical difficulties in ascertain¬ 
ing the amount of tax actually creditable to each Province. A substantial 
part of the ordinary income-tax is collected at source; and it often happens 
that no formal assessment is made on the tax payer (i.e., the recipient of the 
income) either because the income-tax authorities are satisfied that he has no 
other source of income or, it may be, because the person evades assessment. 
While we cannot recommend that increased expenditure on income-tax es¬ 
tablishments should be incurred merely to make formal assessments which 
bring no additional revenue, we are of opinion that the system of statistics 
now in being should be modified before the inauguration of the Federation in 
such a way as to facilitate the ascertainment of the personal income-tax 
creditable to each Province. This system, if suitably modified, could, in 
our opinion, reduce the element of estimation to a minimum. 

71. Pending the collection of such statistics, the only practicable course 
appears to be to throw all the personal income-tax (i.e., excluding personal 
super-tax) into a common pool and to distribute this pool between the Pro¬ 
vinces on the basis of the best estimate that can be made from time to time, 
having regard to formally assessed incomes and to the probable amount of 
incomes paying tax at source, but not formally assessed, in each Province. 
Personal super-tax, as already stated, should be credited to the Province in 
which the assessment is made. 
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72. As regards tax on income other than <! personal income ” (t.e., the 
income of non-residents and undistributed profits of companies), we are of 
opinion that, in view of the difficulty of tracing the origin of such income, the 
proceeds should be distributed on the basis of population. This would inci¬ 
dentally help, to some extent, the poorer Provinces with large populations 
like Bihar and Orissa and the United Provinces. 

73. The plan that we have suggested above appears to satisfy the first 
two criteria referred to in our opening paragraph, and we may now examine 
how far it satisfies the third criterion. It is obviously neither possible nor 
necessary to work out the results of all the possible schemes of taxation of 
incomes that the Provinces might evolve if they were independent states. 
They could, however, tax only persons within their jurisdiction, and things 
within their jurisdiction, i.e., tax on the basis of residence or on that of origin; 
and all schemes of income-tax ultimately rest on these two bases in some form 
or other, whether singly or in combination. The co-existence of varying 
systems in the different Units would undoubtedly give rise to various prob¬ 
lems of double taxation, in regard to which a Province would, if it desired 
to give relief, have to negotiate with other Provinces. All schemes of relief 
from double taxation, however, are of the nature of compromises, and not, 
therefore, likely to be strictly logical or consistent ; and it is consequently 
impossible to determine a priori what exactly would happen if each Province 
levied tax as an independent state. But what we are concerned with is not 
so much what the Provinces would actually do if they were independent states 
as whether our scheme is inherently consistent with the idea of provincial 
autonomy. A system of taxation resting primarily on the basis of residence, 
with reciprocal exemptions for residents of other states, which is the essential 
feature of our scheme, does not, in our opinion, conflict with this idea. In¬ 
deed, such arrangements as between independent states are not without pre¬ 
cedent, and are in fact favoured by the balance of expert opinion. 

(iii) The Distribution Proposed. 

\ 

74. On the basis that we have recommended and on the data available 
to us, we estimate that the proceeds of taxes on income would be divided 
between the Federal Government and the Provinces in the following manner:— 

In lakhs. 


Total gross yield of income-tax ... .. .. .. .. 18,00 

Less cost of collection .. .. .. . . .. .. 80 


Net yield .. 17,20 


Super-tax on companies, tax on salaries of federal officers and personal 
income-tax and super-tax levied in Federal Areas (to be retained 
by the Federal Government) .. .. .. .. 3,70 

Balance available for distribution to the Provinces .. .. 13,50 


Of this sum, about Bs. 2,00 lakhs represent collections of personal super-tax 
(i.e., other than company super-tax) and would be distributed on the basis of 
actual collections from residents. Of the balance of 11,50, about one-seventh 
would approximately represent the estimated tax on the undistributed profits 
of companies and on the incomes of persons resident outside British India ; 
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and we suggest that this fraction of the income-tax receipts should be distri¬ 
buted on the basis of population. The remaining six-sevenths would be dis¬ 
tributed on the basis of the estimated share of personal income-tax creditable 
to each Province. The following Table sets out the position. (The data 
on which the percentages have been calculated are explained in Appendix III.) 


Table III. 

Distribution of hicome-tax. 

[In lakhs of rupees.] 


Province. 

1 

2 crores on col¬ 
lections of 
personal 
super-tax. 

2 

l/7th of 114 
crores on 
population 
basis. 

3 

6/7ths of llj 
crores on 
basis of per¬ 
sonal income- 
tax without 
federal 
salaries. 

4 

Total. 

5 

Madras 

7 

30 

1,46 

1,83 

Bombay * .. 

50 

14 

2,79 

3,43 

Bengal 

1,10 

32 

2,63 

4,05 

United Provinces 

8 

31 

84 

1,23 

Punjab 

2 

15 

74 

91 

Bihar and Orissa 

18 

24 

65 

1,07 

Central Provinces 

3 

10 

46 

59 

Assam 

1 

6 

22 

29 

North-West Frontier Province f 

1 

2 

7 

10 

Total .. 

2,00 

1,64 

9,86 

13,50 


75. At this stage we desire to emphasise that the percentages given in 
Table III-are estimates only and are not intended to be precise figures for inser¬ 
tion in the constitution. The super-tax figures, of course, represent actual 
collections, and would be so referred to in the constitution or in statutory 
rules under the constitution. The figures we have given may be affected in 
the future by trade conditions. Even in the case of income-tax, it may not be 
necessary to lay down any percentages if it be found possible for the Central 
Board of Revenue to evolve a system under which the proceeds of the tax could 
be distributed each year on the ascertained figures of, say, the preceding year 


* Includes Sind. Figures for the latter in respect of Columns 2 and 4 are not readily avail¬ 
able, but are roughly estimated at about one-sixteenth (under both the Columns together) of 
the total figure for Bombay plus Sind. 

t The share due to the North-West Frontier Province will presumably go in reduction of the 
subvention to that Province. 
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instead of on estimates. On the other hand, if, as we suggest later, the contri¬ 
butions from the Provinces are fixed in proportion to the shares of income- 
tax made over to them, it might be an advantage, from the point of view of 
the stability of the provincial budgets, that the share (i.e., percentages) of 
income-tax due to the Provinces should not be altered from year to year, 
even if readily ascertainable, but be fixed for a term of years, the percentages 
due to each Province being revised (say) every five years on the basis of the 
figures of personal income-tax for the previous quinquennium as disclosed 
by the income-tax statistics. In view of the incomplete data on which our 
estimates have been made, a special review would, in any case, be necessary 
at the time the Federation is established in order to fix the initial percentages 
If it is considered necessary that the percentages to be used as the basis of 
distribution from time to time should be finally determined by some indepen¬ 
dent authority, we would suggest that this might be done by the Auditor 
General. 

(iv) Basis of Contributions. 

76. We have now to consider on what basis the total contribution to be 
taken from the Provinces should be allocated among them. 

77. We have studied the scheme of the Meston Settlement with a view 
to adapting it, if possible, to the solution of our problem, since, in spite of the 
difference created by the advent of federation, our problem has some affinity 
with that considered by the Meston Committee. 

78. Under the Meston Settlement there were two fundamental scales of 
contributions—the initial scale which was fixed arbitrarily but with reference, 
primarily, to the additional resources at the disposal of each Province as a 
consequence of the reallocation of heads of revenue under the Reforms, and the 
“ standard ” scale which was calculated with reference to all relevant factors, 
namely, wealth (both actual and potential), taxable capacity, the revenue of the 
Provincial Government and its possible expansion, the standard of expenditure, 
liability to famine, etc. The “ standard ” scale was to be reached gradually 
in seven years by nearly equal steps. Bihar and Orissa, which in view of its 
specially bad financial position was allowed to start with no contribution, 
made no contributions at any time ; and from 1922-23 onwards the Govern¬ 
ment of India remitted also the contribution of Bengal. All the contributions 
were extinguished in 1927-28 and effect was never given to the ultimate 
“ standard ” scale of contributions recommended by the Meston Committee. 

79. Our problem is more akin to that which the Meston Committee had 
to consider in respect of the first seven years of the Montagu-Chelmsford 
reforms than to the permanent scale of contributions which that Committee had 
to determine; and, even if we could revise their “ standard ” scale by re-valuing 
the factors which they took into consideration and bringing into account the 
addition to provincial revenues derived from income-tax, the application of 
such a scale would leave some Provinces in deficit or with too small a margin 
of increased revenue. In the circumstances, we have been driven, as the 
Meston Committee were driven in respect of the transitional period, to the 
expedient of assessing the contributions primarily with reference to the addi¬ 
tional resources of the Provincial Governments—in other words, in f pro¬ 
portion to their shares of income-tax. 
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80. We have already indicated that we should prefer the income-tax 
collected each year to be distributed, not on the actual ascertained percentages 
of each year, but on percentages based on the actual figures for a series of years 
and fixed for a term of (say) five years. We consider that the aggregate 
contributions to be paid by the Provinces to the Federation should be a fixed 
s um which should be reduced gradually as and when the Federal Government 
can afford to do so. This aggregate should be apportioned among the Pro¬ 
vinces, at the same intervals of five years, in proportion to their shares of 
income-tax and super-tax ; and the sums thus assigned to each Province 
should remain subject at any time to rateable reduction in the event of a 
reduction of the aggregate contribution. 

(v) The Contributions proposed. 

81. The following Table sets out the results of applying these principles 
on the assumption that the Federal Government will be unable, at the outset, 
to devote more than five crores to the settlement with the Provinces ; or, in 
other words, that the Provinces will have at first to contribute 81 crores to 
the Federal Government:— 


Table IV-A. 
Contributions. 


Province. 

1 

Surplus (+) 
or deficit (—) 
on the basis 
of present 
provincial re¬ 
venues. 

(See Section II.) 

2 

Share of in¬ 
come-tax. 

3 

Full contribu¬ 
tion payable 
proportionate¬ 
ly to tho 
amount under 
column 3. 

4 

Surplus (+) 
or deficit (—) 
if full contri¬ 
bution is paid. 

5 

Madras 

—20 

1,83 

1,15 

+48 

Bombay (excluding Sind).. 

—65 

3,22 

2,03 

+ 54 

Bengal.. 

—2,00 

4,05 

2,55 

—50 

United Provinces 

+25 

1,23 

78 

+ 70 

Punjab .. ., 

+ 30 

91 

57 

+64 

Bihar and Orissa 

—70 

1,07 

88 

—31 

Central Provinces 

—17 

59 

37 

+5 

Assam 

—65 

29 

18 

—54 

N.-W. F. Province* 


10 

6 


Sind* .. 


21 

13 

•• 


* The shares due to the North-West Frontier Province and to Sind will presumably be taken 
into account in fixing any subventions to those Provinces. 


82. If our estimates are approximately correct, our plan will thus leave 
three Provinces in deficit. If contributions could be reduced rateably by 2J 
crores in the aggregate—fie., if the Federal Government could devote 7-| crores 
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to the settlement with the Provinces—Bengal would be left with a surplus 
of about 25 lakhs, and a little less than 25 lakhs would be required to wipe 
out the deficit of Bihar and Orissa and to remit to Assam the whole of its 
contribution—a sum which could be distributed rateably among the other 
Provinces without arousing any serious sense of grievance. If contributions 
could be reduced by 1 crore in the aggregate— i.e., if the Federal Government 
could devote 6 crores to the settlement with the Provinces—this reduction 
would be approximately sufficient to wipe out the deficits of Bengal and 
Bihar and Orissa and to remit the contribution of Assam, if the benefit of the 
reduction were given wholly to these three Provinces. If no more than 5 
crores are available for the settlement with the Provinces and if, nevertheless, 
it is desired to fill the deficits of Bengal and Bihar and Orissa and to remit the 
whole contribution of Assam, this can only be done by reducing the share of 
the 5 crores which would go to the other Provinces. 

83. Bengal has frequently put forward a claim to a share, in some form, 
of the proceeds from taxation on the export of jute. Assam, too, has recently 
claimed the excise duty on kerosene and motor spirit produced within its 
borders. These or any similar proposals raise highly controversial questions 
of principle ; but as, in any case, they could only result in delaying pro tanto 
the remission of provincial contributions, we have not felt able to take them 
into account for the purposes of our scheme. 

84. We have considered other proposals which might to some extent 
conceal the realities of the situation, but it seems better to state frankly that 
the only method of relieving the deficit Provinces is to spread the charge 
over the other Provinces. The charge ought to be spread in proportion to 
the amount of income-tax received by each Province, but so as not to convert 
any of their surpluses into a deficit. If a remission of 50 lakhs were made to 
Bengal, 33 lakhs to Bihar and Orissa, and 18 lakhs (the whole contribution) 
to Assam, the results would be as shown in the following Table :— 


Table IV-B. 
Contributions. 


Province. 

Full con¬ 
tribution 
payable. 

Contribu¬ 
tion pro¬ 
posed. 

Final 

surplus. 

Madras 

1,15 

1,41 

22 

Bombay 

2,03 

2,48 

9 

Bengal 

2,55 

2,05 

Nil 

United Provinces .. . . 

78 

95 

53 

Punjab 

57 

70 

51 

Bihar and Orissa 

68 

35 

2 

Central Provinces 

37 

37 

5 

Assam 

18 

Nil 

—36 
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85 . If this procedure were adopted, we should hope that the preferential 
treatment of certain Provinces in the matter of contributions would only be 
temporary ; but so long as it continues we think that the extinction of the 
excess contributions of the Provinces which are contributing more than their 
share should be regarded as a first charge on any sum available to the Federal 
■Government for the reduction of contributions. 

86. Assam is in a special position since, obviously, no special treatment 
within the limits of a scheme for distributing income-tax will meet its needs. 
If its whole contribution is remitted, it will still be left with a deficit of 36 lakhs. 
This figure would be reduced by about 10 lakhs if the Government of India 
were to relieve the Province of certain charges in respect of frontier tracts on 
the lines of proposals recently made by the Government of Assam. A possible 
further source of revenue would be a terminal tax, the yield of which is estimated 
by the Provincial Government at about 20 lakhs. For the rest, we can only 
make a suggestion. Assam appears to present one peculiar feature, not pre¬ 
sent in the same degree in any other Province, namely, that it is comparatively 
undeveloped and cannot itself afford to raise the capital necessary for its develop¬ 
ment. It is at least possible that Assam might be made self-supporting in the 
future by a well-considered programme of development and land settlement 
financed by federal loans, possibly on terms which would take account of the 
immediate difficulties of the Province during the period until the development 
becomes effective. We suggest that the Government of India should examine 
this possibility in consultation with the Government of Assam. 

(vi) Conclusion. 

87. We conclude that—(1) crores is the amount required to carry out 
a logical distribution of income-tax among the Provinces with special treatment 
only for the two Provinces which are generally recognised to be in need of such 
treatment. 

(2) Six crores would be sufficient to give special treatment to Bengal as well 
as to these two Provinces, while leaving Madras, Bombay, the United Provinces 
and the Punjab each with a substantial surplus ranging from about 45 lakhs 
to about 70 lakhs. 

(3) On the basis of 5 crores, a method of distribution can be devised which, 
while calling for temporary sacrifices from these four Provinces, would enable 
every Province except Assam to balance its budget. 

88. On our estimated federal surplus of 7 crores, a net distribution of 
5 crores would leave 2 crores available for the contingencies to which we have 
referred. We can express no opinion as to whether this balance will prove 
mpre than sufficient to meet those contingencies, but we should hope that any 
new expenditure arising out of the establishment of the Federation, including 
the separation of Sind, will not exceed about one crore. 

(vii) Concludiug Remark on the Settlement. 

89. In this survey of federal and provincial finance we have endeavoured 
to confine ourselves as strictly as possible to the study and presentation of facts. 
We have deliberately refrained from arguments or speculations which might 
lead to fresh debate and postpone a decision. It may not be out of place here 
if we draw attention to one or two of the conclusions which appear to arise 
from the facts. 
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90. The facts seem to show, in the first place, that, given a recovery from 
the present abnormal economic conditions, the financial scheme outlined in the 
Peel Report provides a foundation on which an Indian Federation can be estab¬ 
lished and can begin its work. Under that scheme it will apparently be possi¬ 
ble to give relief to the Provinces, commensurate in amount with their most 
urgent needs, and compatible in form with their dignity as autonomous Units. 

91. But the facts show also that this relief to the Provinces not only need 
not, but cannot, be given at the expense of the other Units. If, in our survey 
of possible federal taxes, we had found any new source of revenue, other than 
the excise duty on matches, which could be placed at the disposal of the Federal 
Government to replace taxes on income in the immediate future, we should have 
felt bound to report the fact, whatever might be our opinion as to the advisabi¬ 
lity of using new federal taxation for this purpose. What we have found is 
that the obstacles in the way of widening the basis of all-India taxation in 
present circumstances arise primarily from the economic conditions and the 
economic policy of British India, not from any conflict of policy between British 
India and the States. In referring to considerations of practical politics, we 
have had in mind public opinion in British India, not public opinion in the 
States. In leaving open the question of the appropriation by the Federal 
Government of the proceeds of a new excise duty on matches so far as those 
proceeds are derived from the match industry in the States, we have had in 
mind simply the possibility, and indeed the hope, that such a duty may be 
imposed by co-operation between the Government of India and the State 
Governments before the establishment of federation ; and we have refrained in 
all our calculations from assuming the surrender by any Unit of an existing 
source of revenue. 

92. In other words, we have found, as a matter of fact, that the Federal 
Government will not have at its command, at the outset of federation, large 
reserves wherewith to satisfy claims, whether of the Provinces or of the States, 
which the Government of India have hitherto found themselves unable to meet. 
This fact has a bearing on the problem of equalising burdens as between all 
Units of the Federation. The principle of equality is accepted by all sections 
of opinion. It is not our function to interpret that principle. We can only 
report that, on the facts as we have found them, the Provinces will have for 
some time to contribute, in one form or another, a considerable sum out of 
their income-tax receipts towards the finances of the Federal Government. The 
question whether, or to what extent, this special contribution from the Provin¬ 
ces can be regarded as balanced by any special burdens borne by the States is 
one which can only be decided when His Majesty’s Government have all the 
necessary facts before them. But whatever may be the decision on this point, 
it seems clear that the power of the Federal Government to redress inequalities 
will be limited by intractable facts. 

93. Perhaps this conclusion points to another. It is doubtful whether a 
jealous comparison of relative burdens offers a sound basis for a successful 
partnership. Each partner in a new eritferprise must bring something substantial 
into the common pool and may expect to derive solid advantages from the part- 
nership'Commensuraj^i^to^5 ! ffeaiipn: but, if those conditions are fulfilled. 
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the partners will be unwise to insist on a meticulous equality. They will pro¬ 
bably find it best to take their associates as they are. Similarly a new federa¬ 
tion may find, at the commencement of its existence, that the conception of 
maintaining the status quo in non-essentials is a better guide to policy than any 
ambitious ideals of equality or uniformity. 

VI. —Powers of Taxation. 

(i) Allocation of Powers and Lists of Sources of Revenue. 

94. Hitherto, as we have already remarked, the facts which we have found 
point to the maintenance, in practice, of the status quo in matters of taxation 
as between British India and the States. We have not recommended the 
raising of new federal taxation for the purpose either of distributing income-tax 
to the Provinces or of meeting any admitted claims of individual States, what¬ 
ever these may be. Those who fear that new federal taxation might be neces¬ 
sary for such purposes may perhaps be reassured by the fact that we have been 
led to this conclusion, not by any preconceived ideas of our own, but by a 
study of the facts. 

95. Now, however, we have to consider a somewhat different question. 
Every government working under a fixed constitution must have powers of 
taxation which are not merely commensurate with its normal functions, but 
also sufficient to support its credit both at home and among the nations of the 
world. A government whose revenues are inelastic, or whose powers are so 
restricted that it cannot maintain a proper balance between direct and 
indirect taxation, will be in danger of finding that its credit is as inelastic as its 
revenues and as restricted as its powers of taxation. Purely emergency 
powers are insufficient to avert this danger ; the powers required are rather 
powers for the 'prevention of emergencies. However much they may be re¬ 
cognised to be powers held in reserve against abnormal occurrences, the 
government must be able, if necessary, to use them farsightedly, not merely 
to remedy a dangerous position when a crisis has arisen, but when possible 
to obviate the occurrence of the crisis itself. The true guarantee of the Units 
against the unnecessary use of such powers—a guarantee which was found effec¬ 
tive by the United States of America for more than a hundred years—-lies in the 
strict limitation of federal functions and in the reluctance of a federal legisla¬ 
ture, representing the people and governments of autonomous units, to vote 
new federal taxes except in case of absolute necessity. 

96. The Peel Committee contemplated that the necessary reinforcement 
of federal revenues might be found in excise duties and in a corporation tax. 
The arguments in favour of reserving the field of excise to the Federal Govern¬ 
ment, with the exception of duties on certain classes of commodities, are very 
strong. They are taxes on consumption which, in economic theory, should 
not be levied by the government of one unit on the consumers of another. It 
is also desirable to reserve this part of the field of taxation for the Federal 
Government, whose finances would otherwise be unduly dependent upon 
external customs. Jt will, however, be observed that nearly all the excise 
duties which would be reserved to the Federal Government under the pro¬ 
posals of the Peel Committee are duties which would, in all probability, be 
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imposed only as a set off against a decline of customs revenue resulting from a 
successful protectionist policy. The only exceptions are the existing duties 
on petroleum products and the proposed duties on matches and tobacco, and 
we have reported that the Federal Government may find it impossible to im¬ 
pose a tobacco excise for some time to come. 

97. The recommendation of the Peel Committee in regard to corporation 
tax rested solely, as we understand it, on the assumption that this form of in¬ 
come-tax and no other would be acceptable to the States. We think it possible 
that many of the States would agree to the imposition of a corporation tax by 
the Federal Government, but that they would be reluctant to allow the Federal 
Government to appropriate the proceeds accruing in their territories. If this 
should prove to be the case, the advantages of giving a tax like the present 
super-tax on companies a distinct place in the constitution would largely 
disappear. We have already pointed out that the constitutional definition of 
such a tax would probably have to be wider than was contemplated by the 
Peel Committee. 

98. If it were found necessary to abandon the idea of corporation tax as a 
federal source of revenue, the proceeds of the tax could be distributed to the 
Provinces on the same basis as personal income-tax (one-seventh in pro¬ 
portion to population and six-sevenths in proportion to personal income-tax 
assessed on residents), the provincial contributions being correspondingly in¬ 
creased. But, if this were done, the Federal Government would lose the one 
tax which could be relied on at present to compensate it for a fall in customs 
revenue. 

99. We therefore venture to make a suggestion which we do not think is 
inconsistent with the principles laid down by the Peel Committee, and is, 
indeed, in harmony with their desire to secure a considerable degree of elas¬ 
ticity in the financial framework ”. One fact which has come out clearly in 
our investigations is the widespread recognition of the need for uniformity of 
taxation throughout India in certain fields. It is for this reason that we have 
already suggested that the Federal Government should retain the power of 
legislation in regard to certain sources of revenue levied for the benefit of 
the Units. The allocation to the Federal Government of the power of taxation 
in these fields in no sense implies that the actual collection of the taxes con¬ 
cerned should necessarily be placed in the hands of federal officers, and it 
may be worth noting that the collection of the existing duty on petroleum 
products in British India is carried out by officers in the service of the Provin¬ 
cial Governments. 

100. Our suggestion is that the Federal Government should have a general 
power to impose a surcharge for its own purposes on any tax levied by it in 
this way for the benefit of the Units. If this suggestion were adopted, it would, 
we think, be necessary to accord to the Units, on their side, some interest in 
the proceeds of federal excises, and to provide that the Federal Government 
should be at liberty to assign the whole or any part of the proceeds to them, 
as may be laid down in the Federal Act imposing the particular duty. 

101. This proposal, if adopted, would, of course, result in anomalies so 
long as taxes imposed for the benefit of the Units were not levied uniformly 
throughout the Federation; but, as we have seen, an anomaly of 
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precisely this kind must in any case exist in regard to income-tax for some 
time after the Federation is established, quite apart from any question of the 
fiscal policies of the States. Whatever those policies may be, the Federal 
Government will in any case be obliged to retain, in the form of contributions, 
a much larger percentage of the proceeds of income-tax attributable to the 
Provinces than would be involved in a mere federal surcharge. It will be ob¬ 
served that we have not sought to justify this retention of a percentage of 
income-tax receipts as a federal source of revenue during the early years of 
the Federation by any theoretical considerations. We have not, for instance, 
suggested that it should be regarded as a special contribution from British 
India towards pre-federation pension charges or the service of the pre-federa¬ 
tion debt. On the other hand, we have not discussed whether, or in 
what sense, the Provinces can be regarded as having a right to the proceeds of 
income-tax. Having found the facts, we have been content to present them as 
facts. It seems inevitable that the Federation must be established, in large 
measure, upon the basis of the status quo ; but if the different fiscal policies 
of the partners in federation are recognised from the outset in a spirit of 
mutual accommodation, there can be little doubt that those policies will tend 
to approximate to each other as time goes on. 

102. On this basis, we append three lists of sources of revenue in regard 
to which the power of legislation should rest with the Federal Government:— 

I. Sources reserved to the Federation. 

II. Excise Duties. 

III. Taxes leviable for the benefit of the Units subject to a right of federal 

surcharge. 

103. All the rights thus reserved to the Federal Government may, of 
course, be subject to exceptions in favour of the States, whether in respect of 
their treaty rights, or in respect of taxes now levied by them, or in respect of 
special postal and currency rights, or otherwise. We have not been required 
to report on the manner in which such exceptions should be embodied in 
the constitution or in the treaties with the States, and we therefore only note 
that our lists must be read with this general qualification. 

104. In Appendix TV, we also give, as we are required to do, a list of other 
sources of revenue. This list may serve as a basis for any specific schedule 
of sources reserved to the Units which it may be decided to insert in the cons¬ 
titution. It includes sources which are or may be open to local authorities, 
since in constitutional theory local government taxes are provincial or state 
taxes, and in practice the two cannot be delimited as separate spheres. We 
must, however, point out that this fourth list cannot be regarded as exhaustive 
and that the taxes included in all four lists overlap at various points. We 
doubt the possibility of drawing up a complete comprehensive list of taxes not 
included in the first three lists ; and the definition of the taxes in all the lists, 
so as to avoid litigation resulting from a conflict of jurisdiction, must in 
any case be a matter of legal draftsmanship. 
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SOURCES OF REVENUE IN REGARD TO WHICH THE RIGHT OF LEGIS¬ 
LATION RESTS WITH THE FEDERAL GOVERNMENT, SUBJECT TO 

STATE RIGHTS. 

I.- —Sources reserved to the Federation. 

1. Revenue from the public domain vested in the Federal Government, 
including lands, buildings, mines, forests, and any other real property of the- 
Federation. 

2. Revenue from federal enterprises, including railways, aviation, post*- 
and telegraphs, opium and salt manufacture, and other undertakings of tha 
Federation. 

3. Profits arising from the management of federal currency, banking pro¬ 
fits, revenue from investments or loans, payments to the Federal Govern¬ 
ment in discharge of debt, and federal lotteries. 

4. Fines and penalties arising in respect of subjects administered by the 
Federal Government. 

5. Fees levied in the course of discharging the functions committed to- 
the Federal Government, such as fees of the Federal Court, port, pilotage and 
lighthouse dues, and fees for the registration of companies. 

6. External customs duties and export duties. 

7. Excise on salt. 

8. Taxes on immigrants. 

9. All sources of revenue within the Federally Administered Areas. 

10. Contributions from the Units of the Federation, as prescribed' in- the- 
constitution. 

11. Any other receipts accruing in respect of federal subjects. 

II.— Excise Duties* 

Excise duties, excluding those on salt (see List I), and on alcoholic liquors,, 
narcotics (other than tobacco) and drugs t (see Appendix IV). 

III.— Taxes leviable for the benefit of the units subject to a right 

of Federal Surcharge. 

Note .— The following classification, ( a ) and (6), merely represents what we assume may be- 
the actual position in regard to these taxes at the outset of federation, and not neceBS&ri]y£*> 
permanent constitutional classification. 

(a) In British India. 

1. Taxes on personal income other than agricultural; death or succession 
duties other than duties in respect of succession to land; taxes on personal- 
capital other than land ; and taxes on mineral rights. 

2. Terminal taxes on railway, water or air-bome goods and passengers, and 
taxes on railway tickets and goods freights. 

3. Stamp duties on certain transactions (see paragraph 30 above). 

* See paragraphs 96 and 100 above. 

t We think that excises on all drugs, whether “ dangerous ” or other, should rest with the 
Units, including taxes on proprietary medicines and the like. 



30 


{b) In the Federation as a whole. 

Taxes on the income or capital of corporations. 

(ii) Questions relating to the Taxes in List III. 

105. The above scheme of allocation need not affect the substance of our 
proposals either for the distribution of income-tax or for the assessment of pro¬ 
vincial contributions. The only change in our proposals would be that the 
Federal Government would not retain the proceeds of the super-tax on com¬ 
panies, which would be assigned to the Provinces together with other taxes on 
income ; but the Federal Government would retain instead, as a general sur¬ 
charge on all income-tax attributable to the Provinces (i.e., tax other than that 
on federal officers and residents in Federal Areas), a sum of approximately the 
same amount. The yield which we have assumed for the super-tax on com¬ 
panies in paragraph 74 above is 2^ crores. 

106. There are obvious defects in any system based upon the principle of 
taxation by one government for the benefit of other governments. If, how¬ 
ever, that system is to be applied to income-tax in the interests of uniformity, 
the inclusion of the other items in list III appears to be either consequential 
or of slight comparative importance. It is possible that the existence of a 
federal right of surcharge may tend to make such a system work more smoothly, 
as giving the Federal Government a common interest with the Governments 
of the Units. We are clear, however, that if the Federal Government is to 
retain the right of legislation in the interests of uniformity, it must also retain 
responsibility for the laws which it passes. In this matter we are faced by a 
clear choice of policies. If uniformity is the main desideratum, the power of 
taxation can be left wholly with the Federal Government. If it is considered 
more important to place responsibility for raising revenue on the government 
which is to enjoy the proceeds, the power can be left wholly with the Govern¬ 
ments of the Units. If a compromise be desired, the Governments of the Units, 
as well as the Federal Government, can be given power of surcharge on the 
standard rates, either by the constitution or by delegation from the Federal 
Government, and either in the form of a percentage on the standard rates or 
to the extent of any reduction in those rates which may be made by the Federal 
Government. What we feel cannot be done is to purchase uniformity at the 
price of inflexibility, by prohibiting the Federal Government from changing 
the rates except with the consent of a majority of the Governments of the Units, 
secured through some form of special constitutional procedure. 

107. We have found considerable conflict of opinion as to the desirability 
of giving the Provinces a right of surcharge on the standard rates of income- 
tax. On the whole, we think that the Federal Legislature should have power 
to authorise the Units to impose a surcharge on any of the taxes in fist III 
within such limits as it may think fit. 

(iii) Other Questions arising out of the proposed Allocation of Powers. 

108. To some extent the allocation of powers of taxation depends upon the 
allocation of other powers between the Federation and the Units. For in¬ 
stance, the power to establish monopolies cannot be regarded solely, or even 
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mainly, as a power of taxation, and it will be observed that we have been 
obliged to leave the classification of federal and other public enterprises open in 
our lists. 

109. While, as already stated, we do not regard our lists as completely 
exhaustive, we feel that they are sufficiently comprehensive to reduce the pro¬ 
blem of unspecified taxes to very small dimensions. We note the suggestion, 
made by the Peel Committee, that the right to levy such taxes should rest with 
the Units but that the Units should exercise this right only in so far as the 
taxes imposed do not conflict with the federal scheme of taxation. We feet 
that this suggestion might, in practice, create more doubts than it removes. 

110. It will be necessary to include in the constitution some provision in 
regard to taxes classified as federal which, at the date of federation, are already 
being levied by one or more of the Units. This problem arises, no doubt, 
particularly in the States, but it exists also in British India ; for we do not see 
how some of the professional or “ status ” taxes levied in the Provinces for 
municipal purposes can be regarded otherwise than as taxes on income. What¬ 
ever special provision may be made in the constitution or otherwise to save the 
existing rights of the States, we think that the Federal Government should 
have power to provide by law, temporarily or permanently, that an existing 
tax imposed by a Unit shall not be invalidated by reason of the fact that it 
falls within the category of taxes reserved to the Federal Government. This 
will not, of course, meet the case of au existing tax of a kind prohibited alto¬ 
gether by the constitution. Apart from such taxes levied by States, we may 
mention the fact that there is at least one provincial tax—the municipal cotton 
cess in Bombay—which, being in eSect a transit duty, appears in its present 
form to fall within this category. 

VII.— Other Questions. 

111. It remains for us to consider a number of other questions referred 

to ns. 

(i) Emergency Contributions. 

112. We are asked to report on the principle of allocation to be adopted 
for the contributions which it is contemplated may be called for from the Units 
by the Federation in an emergency. Our task is not to define an *' emergency ” 
but it is, we think, essential that the expression should cover economic emer¬ 
gencies, such as the danger of a default on the public debt or a currency crisis, 
as well as political emergencies, such as internal disorder or war, and that the 
special procedure, if any, for declaring an emergency should be speedy in 
operation. 

113. Three possible bases of allocation suggest themselves:— (1) the re¬ 
venue of the Units ; (2) their population; and (3) a formula based upon a 
scientific survey of their relative taxable capacity. The most satisfactory 
permanent provision would obviously be the third ; but in the absence of some 
such survey undertaken in connection with a general census of production, 
the first appears to be the best solution. The revenue of each Unit would have 
to be determined on a comparable basis, and such a basis might be laid down 
by the Auditor General. The application of this criterion would present no 
difficulty in the case of the Provinces. Any Units which are unable to present 
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returns to the Federal Government on the lines laid down by the Auditor 
General might be assessed on a population basis, the amount of the total con¬ 
tribution being divided for this purpose in proportion to population between 
these Units and those accepting the revenue basis. 

(ii) Grants from Federal Surpluses. 

114. The recommendation of paragraph 14 of the Peel Beport is that, in 
the event of the Federal Government’s ultimately finding “ that Federal re¬ 
venues yield an apparently permanent surplus ”, it should “ be free, as a 
possible alternative to the reduction of taxation, to allocate the surplus 
proceeds to the constituent Units”. It was thought desirable that “ the 
constitution itself should lay down the proportions in which funds thus 
available should be divided among the Units ”. 

115. It is clear that the situation contemplated by the Peel Committee 
could not arise until any prescribed process of extinguishing Provincial or State 
contributions had been completed. If, thereafter, the Federal Government 
desired to make a general distribution of a part or the whole of any recurring 
surplus to the Units on some pre-determined basis, we suggest that, as the 
surplus would arise mainly from taxes on consumption, the distribution should 
be made on a population basis. It would, of course, be open to the Federal 
Government to distribute any part of such a surplus for specific purposes on 
any basis which might be determined by the Federal Legislature. 

(iii) Borrowing Powers. 

116. The Peel Committee expressed the view in paragraph 22 of their 
Beport that.“ there must apparently be a constitutional right in a Province to 
raise loans in India upon the security of its own revenues We recognise the 
■constitutional propriety of this proposition as well as the political arguments 
in favour of it, but we are bound to point out its implications. It appears to 
involve vesting a Province with independent power to pledge provincial 
revenues which, as stated in the same paragraph of the Peel Beport, form part 
of the security for the whole corpus of the federal debt, and which, moreover, 
form the sole security for the loans made by the Federal Government to the 
Province itself. We attach particular importance to this latter point, for the 
obligations of the Provinces to the Provincial Loans Fund have been treated 
in our Beport, as in previous discussions on this subject, as assets covering an 
equivalent part of the pre-federation debt. The right of the Federal Govern¬ 
ment to call for contributions from the Units in case of emergency may perhaps 
afford some guarantee of the general federal debt, as suggested by the Peel 
Committee, but it scarcely constitutes a sufficient guarantee of the debts 
owed by individual Provinces to the Federal Government itself. We feel, 
therefore, that it is difficult wholly to disregard the considered views of the 
Finance Department of the Government of India expressed in paragraph 42 
(3) of the memorandum submitted to the last Session of the Bound Table 
Conference. 

117. From the purely financial point of view it would, of course, be 
desirable that, so long as the security for the pre-federation debt includes the 
revenues of the Provinces, the latter should only be allowed to borrow with 
the consent of the Federal Government; but if this limitation of provincial 
autonomy is regarded as politically inexpedient, we suggest that a middle 
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course, based on the distinction between the general debt of the Federal 
Government and loans made to the Units by the Federal Government, mi g ht 
provide a suitable compromise. We presume that all Units will have a general 
right to apply to the Federal Government, as the Provincial Governments now 
apply to the Government of India, for the loans they require, subject to the 
Federal Government’s being satisfied that they are able to offer adequate 
security for such loans; and in that case the present Provincial Loans Fund 
will become a Federal Loans Fund. This being so, we suggest that the Gov¬ 
ernment of every Federal Unit should have the right of independent borrowing 
recommended by the Peel Committee, subject to a general obligation to give 
the Federal Government notice of its intention and an opportunity to offer 
advice. We doubt whether the power of control, suggested by the Peel Com¬ 
mittee, over the time at which a Unit may issue a loan, could be expressed in 
the constitution in any more definite form than this. If, however, a Federal 
Unit has loans outstanding with the Federal Government (whether or not 
such loans were raised before the date of federation), its right of independent 
borrowing should be regarded as in abeyance, and it should be obliged to ob¬ 
tain the consent of the Federal Government for any further loan which it 
desires to raise. 

118. As regards the machinery required to carry out these principles, we 
think that preliminary consultation between the Units participating in the 
Federal Loans Fund will be desirable for the purpose of avoiding excessive 
and conflicting applications to the Federal Government for loans; and if an 
Inter-State Council be set up for the purpose of securing co-ordination in 
certain fields of administration, this body might usefully be employed for that 
object. Such a body, however, should not have the right to consider appli¬ 
cations for loans on behalf of the Federal Government; still less could it be the 
authority for raising loans. It seems clear that only the Federal Government 
can have authority to raise or make loans. In raising loans, it will no doubt 
take such expert advice as may seem to it useful in the particular circumstances. 
In making loans to the Federal Units, however, we think it should be required 
to follow a definite procedure. All applications for such loans should be refer¬ 
red by it to a body of Loan Co mmi ssioners. This, we consider, should be an 
expert and impartial, not a representative body. Apart from other consi¬ 
derations, some Provincial Governments at any rate would certainly be un¬ 
willing that their applications should be considered by representatives of other 
Provinces, and State Governments may be expected to feel at least an equal 
reluctance. Applications from Units having loans outstanding from the Federal 
Loans Fund for consent to independent borrowing should also be referred to 
these Commissioners. The decision on all applications should, however, rest 
with the Federal Government itself, which should have full discretion to fix 
the terms of any loan it may grant to a Unit and to attach such conditions as 
it may think fit. It should also have the right to attach conditions to any 
consent it may give to independent borrowing by any Unit. 

(iv) Immunity of Federal Property. 

119. The Peel Committee agreed in principle to the proposition that no 
form of the taxation should be levied by any Unit of the Federation on the 
property of the Federal Government, but felt some difficulty as to the precise 
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form in winch such an immunity could be expressed in the constitution. These, 
of course, are matters for a constitutional lawyer and as such hardly fall within 
our competence. We would observe, however, that no difficulty appears to 
have been experienced in other federations, as is shown, for example, by Article 
125 of the British North America Act (1), Article 114 of the Commonwealth of 
Australia Act (2), and Article 10 of the Constitution of Brazil (3)*. This being 
the case, we doubt whether anything more is necessary than a general pro¬ 
vision in the constitution, and we also doubt whether a distinction between 
provincial and municipal taxation, even if it were practicable, would be appro¬ 
priate to a federal constitution. The exact application of the principle can, 
we think, be left to the judgment of the Federal Government itself. We 
suggest, therefore, that the wording of the constitutional clause should be on 
the following lines :— 

“No property belonging to the Federal Government shall be liable to 
taxation without the consent of that Government.” 

120. It will be observed that the clauses of other federal constitutions 
referred to above provide for a reciprocal exemption for the property both of 
the Federation and of its Units. If it is thought desirable to adopt the principle 
of reciprocity, the exemption in the case of the Units should, we think, be 
confined to land and buildings and should not confer, for instance, an 
immunity from customs duty on imported storesf. 

VIII.— Concluding Note. 

121. We may, perhaps be allowed to conclude with a word of general 
explanation. We have based our labours, as we were required to do, upon the 
Peel Report, and have kept in mind, throughout our enquiry, the restricted view 
of our functions advanced by the Federal Structure Committee of the Round 
Table Conference. These restrictions may not have materially affected our 
findings since, as we have pointed out, the whole problem of federal finance is in 
any case narrowly restricted by the facts of the situation. It remains true, 
however, that the assumptions from which we have started were not chosen by 
us, but laid down for us. We feel it is right to emphasise this, if only because 
some of us may be concerned, in one way or another, with future discussions on 
some of the issues arising in connection with our Report. We should like, 
therefore, to make it clear that our Report must not be read as committing, 
us individually to a particular view on any question of principle or policy, and 
that on any such question each of us retains complete liberty of action. Our 

* (1) British North America Act, Article 125:— 

No Lands or Property belonging to Canada or any Province shall be liable to Taxation. 

(2) Commonwealth of Australia Constitution Act, Article 114 :— 

A State shall not, without the consent of the Parliament of the Commonwealth, raise 
or maintain any naval or military force, or impose any tax on property of any hind 
belonging to the Commonwealth, nor shall the Commonwealth impose any tax on 
property of any kind belonging to a State. 

(3) Constitution of the United States of Brazil, Article 10 :— 

The States are prohibited from taxing Federal property and revenues or services 
undertaken on account of the Union, and vice versa. 

f This recommendation is not, of course, intended to effect the existing oourtesy concessions 
which, we understand, are enjoyed by certain Rulers of Indian States. 
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Report merely embodies a considered judgment on the facts and figures which 
have formed the subject of our enquiry and on their application to a system o 
finance prescribed for us. 

EUSTACE PERCY, Chairman. 

L. J. KERSHAW. 

. A. HYDARI. 

K. N. HAKSAR. 

F s P. ROBINSON. 

V. S. SUNDARAM. 

K. SANJIVA ROW, 

K. ANDERSON, 

Secretaries. 

New Delhi ; 

The 28th March, 1932. 
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APPENDIX I. 

Notes on the Federal. Forecast. 

(i) Customs. 

General. —Each individual item of revenue under this major head has been scrutinised 
in the light of all relevant statistics and of the probable developments in the near future. 

The maintenance of the existing tariff, omitting the emergency surcharges, has been 
assumed. The rates upon which our estimate is based are accordingly those laid down 
by the First Finance Act of 1931, except in regard to machinery, coal-tar dyes, raw cotton, 
and certain minor items, for all of which we have taken the rates of the Supplementary 
Finance Act of the same year. It has also been assumed, purely for the purpose of these 
calculations, that trade with Burma will be free, and that kerosene from Burma will pay the 
present rate of excise duty (2J as. per gallon) and not the present rate of customs duty 
(3 as. per gallon). 

We recognise the possibility of reduction in, or the removal of, the duties on machinery, 
coal-tar dyes and raw cotton; and against this possibility we set off the possibility of 
customs duties being levied, either in full or at reduced rates, on trade with Burma. 

We also understand that the Government of India are considering the possibility of 
establishing land customs stations on the Afghan and certain other external frontiers where 
customs duties are not now levied, and if this be done the additional yield would amount 
to a substantial sum. We have not, however, taken this into account, but have preferred 
to treat it as a margin of safety against over-estimating. 

Sugar, Cotton Piece-goods and Iron and Steel.- —-The revenue under these three principal 
protected items is bound to fall substantially if the protective policy is successful, and we 
have made the necessary allowance for this after studying the facts relating to consump¬ 
tion and local production. 

Motor and Allied Trades. —We have assumed that the same share of the revenue from 
petrol duty will be allocated to the Road Fund as at present. 

It is unlikely that there will be the rapid expansion of revenue under this head which 
was forecasted in the Note of the Central Board of Revenue attached to the Government 
of India’s Despatch on Reforms, and we have allowed only for a moderate increase. It is 
not improbable that the diversion of a larger proportion of the proceeds of these duties 
than at present to a programme of road development might, in the long run,—though not 
immediately—result in a substantial increase in revenue. 

We should, perhaps, add that we have received some evidence suggesting that the 
present burden of taxation, especially taxation by local authorities in certain Provinces, is 
unduly severe, and that some co-ordination of policy is desirable if the growth of motor 
traffic is not to be impeded. 

Silver. —There is some reason to believe that, with the changing habits of the people, 
the money spent on silver may be diverted to the purchase of other luxuries. We have, 
therefore, made a conservative estimate of revenue from this head. 

Jute. —Under this head also we have made a conservative estimate and have adopted 
a figure well below what has been reached in the past. 

(ii) Salt. 

No account has been taken of the special protective duty on imported salt, which is 
distributed to the Provinces. 

(iii) Opium. 

The figure under this head assumes that, when exports cease, opium will be sold to 
Provincial Governments by the Ghazipur Factory at cost price. (The Centrally Adminis¬ 
tered Areas have been treated as “ provincial ” for the purpose of the statement.) The 
only net revenue, therefore, will be that from Burma, if, as has been assumed, supplies are 
sold to that country at the same price as to colonial and foreign Governments. There are 
other possible sources of revenue, such as medical opium, but these seem too small and 
speculative to be taken into account. 
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(iv) Railways. 

In assuming a sum of five crores as a contribution from the Railways to general 
revenues, we have regarded it as axiomatic that the Federal Government cannot acquiesce 
in the Railways being less than self-supporting . Indeed, this principle has been recognised 
in certain suggestions which have been made to us. It has, for example, been suggested, 
on the one hand, that the Railways, instead of paying a contribution to general revenues, 
should themselves assume direct responsibility for the amortisation of that part of the public 
debt which represents capital at charge in the Railways. The sum of five crores which we 
have assumed as the Railway Contribution is rather less than the amount set aside each 
year in the central budget for this purpose. Alternatively, it has been suggested that, 
if the capital in the Railways is regarded as an investment, the Central Government is 
entitled to expect to receive, in the form of interest at a higher rate than the rate at which 
it borrows, a sum sufficient to provide not only for the interest which it has itself to pay, 
but also for the writing down of the capital invested as a reserve against obsolescence. If 
interest were charged at 5 per cent., the difference would materially exceed five erores. 
We do not wish to associate ourselves definitely with either of these suggestions, hut, 
having regard to all the relevant factors, it seems clear that, unless the Railways contribute 
a sum of the order of five crores to federal revenues, they would be receiving what would 
in effect be a subsidy from those revenues, and from our examination of the material sub¬ 
mitted to us, we believe that the Railways should be able, in fact, to provide a contribution 
of tbis magnitude. 

(v) Currency and Mint. 

The normal revenue under this head, whether derived directly from the profits of 
currency management or indirectly from a share in the profits of a Reserve Bank constituted 
in accordance with the scheme embodied in the Reserve Bank Bill of 1928, may be expected 
to be about 3-80 crores, and we have adopted this figure. In the three years immediately 
following the establishment of a Reserve Bank, however, there will be a temporary reduc¬ 
tion in the Government’s receipts, amounting in the aggregate to about four crores. In 
a forecast such as we are attempting it scorns justifiable to ignore this temporary fluctuation 
and to regard the loss of four crores, spread over the three years, as part of the cost of estab¬ 
lishing the Reserve Bank. A possible way of providing for this temporary loss of revenue 
would be to establish a reserve fund in the years preceding the establishment of the Bank. 

(vi) Miscellaneous Revenue. 

We have retained an entry for Reparations and on the other hand have made provi¬ 
sion for expenditure on account of War Contribution. 

(vii) Taxes on Income. 

The estimate under this head is based on the revenue which might have been realised 
in an average pre-slump year if the rates imposed in March, 1931, had been in operation, 
an appropriate deduction being made on account of the separation of Burma. If full 
allowance were made for all the following factors, the net result would be an increase in 
the estimate :— 

(а) The retention of the Rs. 1,000—2,000 zone of taxable income. 

(б) Amendments of the law which have been under consideration, such as the taxa¬ 

tion of foreign investments and the removal of the exemption from company 
super-tax now enjoyed by companies in respect of the first Rs. 50,000 of their 
income. 

(c) Increased efficiency of collection. 

(d) The decrease in revenue which would result if Government were to allow the 

carry-forward of business losses, relieve companies from super-tax on their 
income from investments in other companies, and allow the deduction of 
company super-tax in assessing the profits of companies to income-tax. 

(viii) Debt Services. 

(a) Net Interest. —This entry represents the total interest paid by Government on its 
borrowings less interest receipts from the various departments, Provinces, States, and 
individuals to whom Government has lent money. It is assumed that no change will be 
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made in the arrangements governing the rate of interest charged to commercial depart¬ 
ments ; that, on balance, net receipts from Provinces, States and individuals will also 
remain unchanged ; and, although this must necessarily be pure conjecture, that future 
long-term borrowing will be on a 6 per sent. basis. 

(6) Reduction and Avoidance of Debt. —The calculation has been made on the assump¬ 
tion that no ohange is made in the scheme now in operation. 

(ix) Posts and Telegraphs. 

We have assumed that the Government of India will be successful in their declared 
policy of making this Department self-supporting. 

(x) Military Budget. 

Our estimate under this head is based on the 1932-33 budget figure, allowance being 
made for restoration of pay-cuts, resumption of normal building and stores programmes, 
and the separation of Burma. No provision has been made for non-reeurrent expendi¬ 
ture on the completion of the special re-equipment programme, the cost of which would be 
about 3 crores. 

(xi) North-West Frontier Province Subvention. 

We have adopted unchanged the figure included in the 1932-33 Budget. 

(xii) Civil Works. 

This figure includes expenditure on the Road Fund, which is fed from the duty on motor 
spirit, and allows for the restoration of the normal level of maintenance expenditure. 
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APPENDIX II. 

Allocation of Pension Charges. 

(i) Introductory. 

1. Among our terms of reference, we have been charged with the duty of investigat¬ 
ing the allocation of civil pension charges between “Federal” and “Central”. The 
relevant passages in paragraph 5 of the Report of Lord Peel’s Committee are as follows:— 

.“Central ” expenditure, broadly speaking, will consist of three cate¬ 
gories :— 

0 ). 

(2) A share in pre-Federation obligations in respect of civil pensions. 

(3) . 

As regards (2), the allocation of “ Central ” civil pension charges (not debited to 
the Provinces) between Federal and “ Central ” is a point which should be 
investigated by the Expert Committee. There seems no reason why the 
Federation should not he charged in respect of the pensions of officers who were 
previously employed on duties which , in future, will fall within the scopefof 
Federal activities, hut there may be a case for making the balance a “ Central, 
charge. 

2. It will be apparent from this extract that we are not concerned with military pen¬ 
sions (i.e., the pensions included in the Army Budget), which the Peel Committee contem¬ 
plated would in any case be a federal liability ; nor need we have regard to the accrued pen¬ 
sion liability in respect of serving officers, as the pensions of such officers can be suitably 
allocated when the officer retires. 

3. The civil non-effective charges in the budget of the Central Government fall under 
two major heads, namely “ Superannuation allowances and Pensions”, and “ Territorial 
and Political Pensions”. The charges and receipts under each of these two heads during 
the year 1930-31 are tabulated and classified in the following statements. 







Account of Charges and Receipts in respect of Superannuation, Retired and Compassionate Allowances and Pensions during the year 

1930-31 — Central —contd. 
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16 India Office Provident Fund .. 8,608 .. 520 
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Total Family Pensions .. Rs. 84,56,980 Rs. 9,44,633 75,12,347 
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Table B. 

Account of Territorial and Political Pensions for the year 1930-31. 



Amount paid 


in India. 

in England 


Rs. 

£ 

Pensions to members of former Ruling Families 

.. 10,49,044 

8,456 

Miscellaneous Pensions 

.. 19,24,031 


Charitable Allowances 

67,746 

.. 


Total .. 30,40,821 8,456 

=Rs. 1,12,745 

Exchange . .. .. .. .. 1,433 


Grand Total Rs. .. 31,54,999 

Receipts .. .. ; : .. .. .. Nil. 

4. The items in Table A have been divided into three groups, viz.. Ordinary Pensions, 
Closed Funds and Open Funds, and we now proceed to deal with each group in turn. 

(ii) Ordinary Pensions. 

5. Item 4 in Table A represents the amount adjusted annually to the credit of the 
provident funds of non-penaionable serving officers. It is, therefore, in a different cate¬ 
gory from non-effective payments in respect of past service and does not require to be 
analysed for the purpose of allocation between federal and central. On the other hand, 
items 1, 2, 3 and 5 in the same Table, which constitute what may be called the regular 
•civil pension list of the Central Government, include pensions granted both in respect 
of service under the Central Government, and in respect of service under the Provincial 
Governments. The history of the matter is as follows :— 

6. Prior to 1st April, 1921, the division of civil pension charges between the Govern¬ 
ment of India and the Provincial Governments was arbitrary, being based upon adminis¬ 
trative convenience. All pensions drawn outside India, irrespective of whether the 
pensioner had served in a Province or directly under the Government of India, were 
finally debited to the Central Government. Pensions paid in India, irrespective of the 
Government under which the pensioner had served, were (subject to certain exceptions 
in the case of payments made in Calcutta City) borne by the Province in which the 
pensioner resided and drew the pension. The Meston Committee considered whether 
the incidence of these pension charges should not be readjusted so as to make each 
Government bear the pensions of its own servants, but recommended that, while in 
regard to future pensions (i.e., pensions sanctioned on or after 1st April, 1921), each 
Government should bear the pensions of its servants, the apportionment of past pensions 
should not be disturbed, this fact being taken into account in the new financial settlement 
between the Provinces and the Central Government. The recommendation of the Meston 
Committee was accepted. 

7. The Civil pensions now paid by the Government of India (Central Government) 
accordingly fall broadly speaking, into two separate categories :— 

A.— Pensions sanctioned on or after 1st April, 1921. —These consist of the pensions 
of officers who had served wholly under the Central Government and the appropriate 
share (on the basis of length of service) of pensions of offioers who had served for part 
of their service only under the Central Government; and 
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B.— Pensions sanctioned before 1st April 1921. —These consist of (a) pensions in 
course of payment outside India on 31st March 1921 ; ( b ) pensions in course of pay¬ 
ment in Centrally Administered Areas on that date ; and (c) pensions in course of 
payment in Calcutta City on that date in respect of service in certain Central Depart¬ 
ments. 

8. The above description of the two categories is not strictly accurate because the 
original allocation has been complicated by the adjustments which are made from time to 
time between Provincial Governments inter se, and with the Central Government, by the 
payment of commuted lump sums when a pensioner changes his residence (and conse¬ 
quently the place of payment of his pension) from the jurisdiction of one Government 
to that of another, or when a Government desires to pay off, once for all, its liability 
for a share in a joint pension. As a result of such adjustments, the present pension 
charges of the Central Government include certain provincial pensions in respect of which 
the Central Government has previously received the commuted value. On the other 
hand, certain central pension charges have been finally extinguished by the payment, 
in the past, of commuted values to Provincial Governments. The effect of these modifi¬ 
cations will be considered later. 

9. As regards pensions sanctioned on or after 1st April, J921, there is little doubt 
that, with few exceptions, they relate to service rendered in departments which will in 
future be federal. The only important exception is the Income-tax Department which, 
from the point of view of pensions, is a very young department. It was formed gradually 
between the years 1921 and 1926, mostly with directly-recruited young men, although 
there was a small nucleus staff from the Land Revenue Departments of the Provinces. 
The pension charges already in existence on account of service in this Department must 
be quite small and they will presumably be so when the Federation is started. We are 
advised that the ascertainment of the exact share of existing pensions attributable to 
service in the Income-tax Department would involve the examination of a very large 
number of pension records throughout all the Provinces, and that it is more than probable 
that some of the necessary records may not be available. In the circumstances, and 
especially in view of the probable smallness of the figure, we have not thought it necessary 
to ask that this work should be undertaken at the present stage. We assume that, after the 
Federal Government is established, new pensions in rospect of service rendered in 
this Department, whether before or after federation, will be a charge on income- 
tax collections. The other two exceptions relate to the Archaeological and Zoological 
Survey Departments. As regards these, we assume that the pension liability will follow 
the liability for the effective cost of the Departments, which the Peel Committee con¬ 
templated would in fact be a federal charge even if no agreement were reached to fede- 
ralise them, and that in these circumstances it is not necessary to attempt to estimate 
the pension charge, which must in any case be insignificant. 

10. We are left with pensions sanctioned before 1st April 1921. These constitute 
the most important item, and it will be convenient to consider separately — 

(1) pensions paid in India, and 

(2) pensions paid outside India. 

(1) Pensions sanctioned before 1st April, 1921, and paid outside India. 

11. The expenditure in 1920-21 on the four most important items in this class (whioh 
accounted for 95 per cent, of the total) was £1,218,922 (Rs. 1,81 lakhs). We are informed 
by the High Commissioner that the corresponding charge in February, 1932, was 
£626,980 (Rs. 84 lakhs) per annum. 

12. A large part of these pensions undoubtedly relates to service rendered under 
Provincial Governments ; and in view of the magnitude of the sum involved, it is neces¬ 
sary to attempt to ascetain how much. The only accurate method of ascertaining the 
exact share debitable to Provincial Governments would be to examine the “ history 
of services ” of each of the pensioners, but even if the necessary records were forthcoming, 
this would be an inordinately heavy task. The next best criterion (for which there is 
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ample precedent) would probably be to apportioa the pension charge in the ratio of the 
relative pay-bills for the Superior Civil Services of the Central and Provincial Governments 
in 1920-21 or, failing the above, the relative pay-bills for all establishments during 
1920-21. Since, under the system of accounting adopted, the necessary information 
could only be obtained by a special analysis of the detailed accounts of the Government 
of India and the Provincial Governments kept by various Accountants General, we have 
not been able to adopt either of these methods. A rough estimate can, however, be made 
by taking the total expenditure in and about 1920-21 of Provincial Governments and 
of the Government of India on Departments (viz., collection of revenue, civil adminis¬ 
tration, currency and mint and posts and telegraphs), in which the bulk of the expendi¬ 
ture is on salaries. Figures on this basis, which have been supplied to us by the Finance 
Department, suggest that about one-sixth of the 84 lakhs referred to above relates 
to service under the Central Government and the balance to service under Provincial 
Governments. One-sixth of the charge should accordingly be borne by the Federal 
Government, since it relates to services which will be federal, while the balance would be 
“ Central ”. 


3. It should be added that the sterling pensions have already run for about eleven 
years, so that their present value is estimated not to exceed Rs. 6 crores. The value 
will be still smaller by the time the Federation comes into being. 

(2) Pensions sanctioned before 1st April, 1921, and paid in India. 


14. A special investigation made on our behalf by the Accountant General, Central 
revenues, shows that the pensions paid by him under this class amount to about Rs. 41 
a chs per annum at the present date. The corresponding expenditure on his books 
during the year 1920-21 was just under Rs. 18 lakhs. The central pensions paid by other 
ocountants General in 1920-21 cannot readily be ascertained ; but it appears that about 
3 to 3* lakhs were paid on this account in 1930-31. Having regard to the expectation of 
te m India, and to the fact that those pensions have already run for eleven years, 
urmg which time the pensions paid by the Accountant General, Central Revenues, have 
fa ten from Rs. 18 lakhs to Rs. 4j lakhs, it may be assumed that this charge will practically 
disappear in the course of the next few years. There is no material available to us from 
j 1 nngnt be possible to allocate these pensions, aggregating 7J to 8 lakhs, with re- 
erence to the service of the pensioners. In any case, if such an allocation were attempted, 
it would be necessary to make a similar allocation of pensions paid out of provincial 
i Vt °™ er Aocountants-General. On the following assumptions, viz., (a) that the 
Central Government took over in 1921 a little over two-fifths in all of the total pensions 
tnen in existence, (o) that the true share of the Central Government ought to have been 
between one-sixth and one-seventh of the whole, and (c) that pensions paid in India as 
a whole are dying out at the same rate as the pensions on the books of the Accountant 
Ueneral, Central Revenues, a rough calculation shows that the amount of the pensions now 
paid by the Central Government in India differs from the proper figure by a few lakhs. In 
the circumstances, a detailed investigation appears to be unneoesary. 


• m re “^ m the pensions now paid by the Central Government which were ori¬ 

ginally paid by a Provincial Government. Detailed figures of inter-govemmental adjust¬ 
ments of commuted values (which take place frequently) are not available ; but the Central 
Government, having received the commuted value of the pension from the Provincial 
Government and vice versa, the residual pension liability is in reality a debt liability, and 
as such would naturally be federal. If this is not sufficient to settle the matter, it is 
almost certain that, as a result of commutation, more Central Government pensions have 
become a provincial liability than vice versa. 


16. Taking all these facts into account, it does not seem unreasonable to assume a 
figure of the order of 70 lakhs as the approximate “ central ” liability at the present time 
in respect of ordinary pensions awarded before 1st April 1921. 


2 > 
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(in) Family Fund Pensions. 


(a) Closed Funds. 

17. A brief account of the funds falling under this class is given below :— 


No. 

Name of fund. 

Started in 

Net expendi¬ 
ture in 
1930-31. 

Remarks. 

1 

Military Fund 

Military. 

1770 

Rs. 

6,598 

Designed for payment 

2 

Bengal, Madras and 

Early in the 19th Cen- 

30,14,012 

of pensions to officers 
and men in the mili¬ 
tary service of the 
East India Company 
and to their widows. 

Family pension funds 

3 

Bombay Military 
funds. 

Military Orphan Fund 

tury. Taken over 
by Government in 
1866. 

—1,12,274 

for military officers. 

4 

Bengal Military Or- 

1856. Taken over by 

5,80,987 


5 

phan Society. 

Medical Retiring 

Government, 1866. 

1,587 


6 

Fund. 

Madras Medical Fund 

Early in 19th Cen- 

2,34,228 


7 

Marine Pension Fund 

tury. Taken over 
by Government, 
1866. 

—12,618 


8 

Indian Navy Fund 


86,307 

• * 

1 

India Office Provi- 

Civil. 

1877 

1,07,840 

To provide pensions to 

2 

dent Fund. 

Home Service 


—4,440 

widows and orphans 
of persons on the 
home establishment of 
the Secretary of State 
and of tho Auditor of 
Home Accounts. 

Pensions of widows and 

3 

Bengal, Madras and 

Early 19th Century 

28,11,194 

families of officers of 
the Home Service, 
from funds (establish¬ 
ed by the East India 
Company) to which 
the officers subscrib¬ 
ed. 

Initially purely charit- 


Bombay Civil Funds. 



able concerns, they 
developed into mutual 
insurance associations 
under the manage¬ 
ment of trustees. 
They received aid 
from the Company 
and later on from 
Government. 
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These funds, broadly speaking, were mutual insurance funds, the pensions being paid out of 
subscriptions by officers, supplemented, in some cases, by subventions from Government. 
Most of the funds were closed to new entrants many years ago, and have been merged in 
the Government revenue accounts, Government taking over both the assets and the liabili¬ 
ties. Of the total expenditure in 1930-31 of Rs. 67,12,421, considerably more than half, 
namely Rs. 37,97,827, related to officers in the Army and the Royal Indian Marine, both of 
which will, in future, be federal services. In so far, therefore, as the present payments are 
in part covered by the assets taken over, the liability might be regarded as a debt liability ; 
and, in so far as they are not so covered, the liability is still federal, because the Army and 
the Royal Indian Marine are to be federal subjects. 

18. As regards the balance, practically the whole of the expenditure relates to the 
Bengal, Madras and Bombay Civil Bunds. The assets of these funds were merged in the 
resources of Government, and to the extent to which these assets covered the liabilities, 
the future payments, as in the case of the funds dealt with in the preceding paragraph, 
could be regarded as a debt liability. The balance, if any, of the liability is theoretically 
“ central ”, The gross payments on account of the funds were, in round figures, £266,000 
inl910-ll; £253,000 in 1920-21 ; and £209,000 in 1930-31. The funds were closed to new 
entrants in the eighties of the last century; and the payments may therefore be expected 
to continue so long as children of officers who entered the service at that time are living. 
There is little doubt, however, that the reduction in the expenditure in future will be more 
rapid than in the past, and, in any case, the present value of the liabilities is not likely 
to exceed a few crores. 

(b) Open Funds. 

19. There are only two funds in this class, viz., the Bengal PilofService, and the Indian 
Civil Service Family Pension Funds. Since pilotage will presumably be a federal subject, 
at least so far as the Bengal Pilot Service is concerned, it is immaterial whether the receipts 
and expenditure on account of this fund continue to be included in the Government re¬ 
venue accounts or whether a separate fund is formed for the purpose. In any case, a 
separate proforma account is now maintained for the pilotage service and the fees are 
fixed so as to cover expenses. In that account, provision i3 made for these family 
pensions so that the cost of the pensions is recovered from the users of the service. 

20. The Indian Civil Service Family Pension Fund, on the other hand, presents diffi¬ 
culties. The receipts and expenditure are incorporated as an integral part of the revenue 
accounts of Government, but there is a periodical actuarial investigation of the assets and 
liabilities on the hypothesis that all contributions had been paid to a fund, earning in¬ 
terest. A proforma account exists, showing the amount of Government’s liability to the 
hypothetical fund on this basis ; and, in the light of the actuarial investigations, subscrip¬ 
tions and concessions are altered from time to time. In addition to the pensions earned 
by the members’contributions, Government pays additional benefits, limited in the aggre¬ 
gate to £35,000 a year. This limit has never been reached and Government’s liability under 
this provision is now about £12,500 per annum. We are informed that it is already in the 
contemplation of the Government of India to distribute among Provincial Governments 
their share of this charge of £12,500. 'Any remaining liability will only relate to officers 
employed on duties which in future will be federal {with the exception of the income-tax and 
other minor services referred to in paragraph 9 above). In addition to the above concession, 
the Government of India makes good to the fund the loss due to the concessions given to 
officers who retire on proportionate pensions. The amount so met, up to 31st March 
1928, was about £15,000, of which the greater share will presumably be dehitable to the 
Provinces. 

21. The Government’s pro forma capital liability to the Indian Civil Service Family 
Pension Fund has been estimated at £3,750,000 on 31st March 1931. Under the present 
arrangement this liability does not appear anywhere in the Government accounts, and conse¬ 
quently the latter do not show any adjustments on account of interest on these balances. 
It would seem that, for the present purpose, the proper method of dealing with this class of 
pension is to assume that the receipts and payments are removed from the revenue accounts 
and that a true interest-bearing fund is constituted out of which all payments are made. 
The matter then passes from the realm of pensions to the realm of debt. A pro forma liabi¬ 
lity for the capital charge was, in fact, included in the statement of debt submitted to the 

d2 
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Committee by the Finance Department. If this suggestion is adopted, it is not essential 
to assume that in future the interest on the balance of the fund [will, in fact, be debited in the 
revenue accounts of Government every year. So long as subscriptions and concessions are 
altered from time to time in the light of actuarial investigation, which assumes payment 
of interest by Government on the balance of the fund, it is immaterial to the Government 
revenue account, in the long run, whether the receipts and expenditure of the fund are 
passed through this account or whether these items are excluded and interest alone iB paid 
op the balance of the fund. In the immediate future, however, in view of the fact that the 
/ peak ” figure of pensions has not yet been reached, the result of eliminating the transac¬ 
tions of the fund from the revenue account would be to add about Rs. 17 lakhs a year to the 
net expenditure of Government as shown below :— 

Rs. 

Lakhs. 

Reoeipts in 1930-31 ... .. .. .. .. ..7-10 

Expenditure (including additional pensions paid by Government) .. 14-72 

Net expenditure .. 7-62 


If a separate fund were formed and interest adjusted, the interest (at 5 per cent.—the 
present rate allowed to the contributors— on €3£ million) would be, say, 25 lakhs, so that 
the net effect of the change on the revenue budget would be a loss of about 17J lakhs. 
This deterioration in the budget position is due to the fact that, at present, the net out¬ 
goings are less than the interest on the capital value of the fund. It will be off-set in later 
years, for if the present system continues the net expenditure of Government will ultimately 
exceed the interest payable on the balance of the fund. In either alternative, as already 
stated, the bulk of the additional pensions given by Government and of the loss made good to 
the fund on account of officers retiring on proportionate pensions would be debitable to 
Provincial Governments, relieving the central budget of about Rs. 1-5 lakhs (maximum 
about Rs. 4-25 lakhs) on account of the additional pensions, and of a varying figure on 
account of the loss due to officers retiring on proportionate pensions. The balance of these 
items would, of course, be a proper federal charge. 

22. It only remains to deal with Territorial and Political Pensions (see Table B above). 
It is stated in the Finance and Revenue Accounts that the items recorded under this head 
are pensions and charitable allowances granted, for reasons of state, to members of former 
ruling families and to non-officials whose services, descent or connection are such that, on 
general grounds of policy, it is desirable for Government to extend to them some measure 
of assistance or recognition. These pensions, therefore, are essentially of the nature of 
political expenditure and would presumably be a federal charge. 

23. All the above calculations are theoretically subject to adjustment if Burma is 
separated. According to Sir Henry Howard, 5 ■ 055 per cent, of the civil pension charges 
of the Government of India should be debited to Burma ; while according to Mr. Nixon, 
10-5 per cent, should be so debited. The difference in the amount of the ultimate “ Cen¬ 
tral ” charge is therefore immaterial. 
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APPENDIX III. 

Distribution o? Income-tax. 

1. We have taken “ personal ” income to include all income except the undistributed 
profits of companies and the income of persons residing outside British India. That |p, it 
includes the “ total income ” (including income taxed at source like dividends of companies 
and profits of firms) of all individuals and Hindu undivided families, and such part of fiie 
incomes of firms and of associations, not being firms, companies or Hindu undivided fami 
lies, as are not assessed in the hands of partners and members. 

2. The published statistics of the Income-tax Department deal primarily with figures 
of assessed income without completely distinguishing between “ personal ” income and 
other income. The Central Board of Revenue has obtained, during the last few years, cer¬ 
tain figures of “ personal ” income in each Province ; but those, too, are not complete 
enough for our purpose, inasmuch as they refer only to formally assessed incomes of indivi¬ 
duals and Hindu undivided families and exclude, not only incomes not formally assessed, 
but also the entire incomes of unregistered firms and certain associations, some of which 
should be included under “ personal ” income. Further, these statistics do not show 
the extent to which salaries of officers of departments which will be federal in future 
have been included in the provincial figures. 

3. We have been advised that it was not possible for the Income-tax Department to 
furnish, within the short time available, accurate figures on the basis required by ns. 
In the circumstances, the Table given below has been compiled according to the best 
estimate we can make on the basis of the existing statistics. The Table, therefore, must 
not be taken as exactly representing the percentages due to each Province ; and it is neces¬ 
sary, as pointed out in the body of the Report, that the figures should be reviewed in the 
light of more complete and up-to-date statistics before any distribution of income-tax is 
aotually made to the Provinces. 



Table 0. 

Distribution of Inc 
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Remarks. 

9 

* The double income-tax 
relief given to com¬ 
panies has been wholly 
shown under Column 8 
in order to simplify cal¬ 
culations. 

i 

a 

.3 

EC 

1 

PS 

Collec¬ 
tions, 
company 
super-tax. * 

8 

»0 CO !> <N 05 CO 

t> 05 CO CO <N f-H 

co a 

Collec¬ 

tions, 

personal 

super-tax. 

7 

hOOOONCOCOHH 
*0 I—• f-H 

Collec¬ 
tions, ' 
income- 
tax, in¬ 
cluding 
tax on 
federal 
salaries. 

6 

OOOOW5iO»COO 

Nr-iOIXD^COM 
h <M CO 

Percentages. 

Personal 
income- 
tax with¬ 
out tax 

on 

federal 

salaries. 

5 

r-fOGOOOOOOOCO 

OOCO<DiO^COr-<NI> 

THC0SDGCt^<»TH03 
>“1 <M OJ 

Personal 
income- 
tax in¬ 
cluding 
tax on 
federal 
salaries. 

4 

ICOO-HOOHCOICMIN 

-ri OJ 

Total 

personal 

income. 

3 

OWiOOOiOiOOQ 

ONNOiObhiflO 

H N w 

Popula¬ 

tion. 

2 

(NO^OOtHCOCOOOIO 

cot^oai«<i£^ocooi 

CO 00 0> CO C! Tf CO w 

«j-H rH r*H rH 

• 

Rrovince. 

1 

Madras 

Bombay (including Sind) 

Bengal 

United Provinces 

Punjab 

Bihar and Orissa 

Central Provinces 

Assam 

North-West Frontier Province .. 


Column 2 baaed on 1931 census ; Columns 3, 4 and 5 on the average figures of the five years 1926-27 to 1930-31 ; and Columns 6, 7 and 8 on 
the figures of the six years 1926-26 to 1930-31 (adjusted in the case of Column 7 with reference to figures of earlier years). 
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APPENDIX IV. 

Sources of Revenue Reserved to the Units.* 

1. Revenue from the public domain, including lands, buildings, mines, forests, fisheries 
and any other real property belonging to the Units. 

2. Revenue from public enterprises such as irrigation, electric power and water supply, 
markets, slaughter houses, drainage, tolls and ferries, and other undertakings of the Units. 

3. Profits from banking and investments, loans and advances and State lotteries. 

4. Pines and penalties arising in respect of subjects administered by the Governments 
of the Units. 

6. Poes levied in the course of discharging the functions exercised by the Governments 
of the Units and local authorities, such as court-fees, including all fees for judicial or quasi- 
indioial processes, local rates and dues, fees for the registration of vehicles, licences to pos¬ 
sess tuns arms and to drive automobiles, licensing of common carriers, fees for the regis¬ 
tration of births, deaths and marriages, and of documents. 

6. Capitation ts*es other than taxes on i mm igrants. 

7. Taxes on land, including death or succession duties in respect of succession to land. 

8. Taxes on personal property and circumstance, such as taxes on houses, animals, 
hearths, windows, vehicles, chaukidari taxes ; sumptuary taxes ; and taxes on trades, 
professions and callings. 

9. Taxes on employment, such as taxes on menials and domestic servants. 

10. Excises on alcoholic liquors, narcotics (other than tobacco) and drugs, and taxes 
on consumption not otherwise provided for, such as cesses on the entry of goods into a 
local area, taxes on the sale of commodities and on turnover, and taxes on advertisements. 

11. Taxes on agricultural incomes. 

12. Stamp duties other than those provided for in List III. 

13. Taxes on entertainments and amusements, betting, gambling and private lotteries. 

14. Any other receipts accruing in respect of subjeots administered by the Units. 

15. Also, in the case of the States, any sources of revenue not specified above but 
referred to in paragraph 103 of Section VI of the Report. 

* This list of revenues includes those both of the Governments of the Units and of atf 
looal authorities subordinate to them. 


ilClRO—2,600- -19-4 32—GIPS 



